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I. LEGISLATIVE BACKGROUND

Overview

The Senate Committee on Finance marked up S. 882, the “Tax
Administration Good Government Act,” on February 2, 2004, and
ordered the bill, with an amendment in the nature of a substitute,
favorably reported by voice vote.

Hearings

During the 108th Congress, the Committee held hearings on var-
ious topics relating to the provisions of the bill, as follows:

e October 21, 2003, Tax Shelters: Who’s Buying, Who’s Selling
and What’s the Government Doing About It?

* May 20, 2003, Joint Review of the Strategic Plans and Budget
of the Internal Revenue Service, 2003.

e April 1, 2003, Taxpayer Alert: Choosing a Paid Preparer and
the Pitfalls of Charitable Car Donation.

» February 13, 2003, Enron: The Joint Committee on Taxation’s
Investigative Report.

During the 107th Congress, the Committee held hearings on var-
ious topics relating to the provisions of the bill, as follows:

* May 14, 2002, Joint Review of the Strategic Plans and Budget
of the Internal Revenue Service, 2002.

e April 11, 2002, Schemes, Scams and Cons, Part II: The IRS
Strikes Back.

e March 21, 2002, Corporate Tax Shelters: Looking Under the
Roof.

* May 8, 2001, Joint Review of the Strategic Plans and Budget
of the Internal Revenue Service, 2001.

e April 5, 2001, Oversight of the Internal Revenue Service “Tax-
payer Beware: Schemes, Scams and Cons.”

TITLE . —IMPROVEMENTS IN TAX ADMINISTRATION AND
TAXPAYER SAFEGUARDS

A. IMPROVE EFFICIENCY AND SAFEGUARDS IN IRS COLLECTION

1. Waiver of user fee for installment agreements using automated
withdrawals (sec. 101 of the bill and sec. 6159 of the Code)

PRESENT LAW

The Code authorizes the IRS to enter into written agreements
with any taxpayer under which the taxpayer is allowed to pay
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taxes owed, as well as interest and penalties, in installment pay-
ments if the IRS determines that doing so will facilitate collection
of the amounts owed (sec. 6159). An installment agreement does
not reduce the amount of taxes, interest, or penalties owed. Gen-
erally, during the period installment payments are being made,
other IRS enforcement actions (such as levies or seizures) with re-
spect to the taxes included in that agreement are held in abeyance.

The IRS charges a $43 user fee if a request for an installment
agreement is approved.!

REASONS FOR CHANGE

The Committee believes that it improves collection results if tax-
payers utilize automated installment payment mechanisms. Auto-
mated installment payment mechanisms provide efficiencies in
processing and promote timely payment. The Committee believes
that waiving this user fee for taxpayers who utilize automated in-
stallment payment mechanisms will encourage more taxpayers to
utilize them.

EXPLANATION OF PROVISION

The provision waives the user fee for installment agreements in
which automated installment payments (such as automated debits
from a bank account) are agreed to.

EFFECTIVE DATE

The provision is effective for agreements entered into on or after
180 days after the date of enactment.

2. Authorize IRS to enter into installment agreements that provide
for partial payment (sec. 102 of the bill and sec. 6159 of the
Code)

PRESENT LAW

The Code authorizes the IRS to enter into written agreements
with any taxpayer under which the taxpayer is allowed to pay
taxes owed, as well as interest and penalties, in installment pay-
ments if the IRS determines that doing so will facilitate collection
of the amounts owed (sec. 6159). An installment agreement does
not reduce the amount of taxes, interest, or penalties owed. Gen-
erally, during the period installment payments are being made,
other IRS enforcement actions (such as levies or seizures) with re-
spect to the taxes included in that agreement are held in abeyance.

Prior to 1998, the IRS administratively entered into installment
agreements that provided for partial payment (rather than full
payment) of the total amount owed over the period of the agree-
ment. In that year, the IRS Chief Counsel issued a memorandum
concluding that partial payment installment agreements were not
permitted.

REASONS FOR CHANGE

According to the Department of the Treasury, at the end of fiscal
year 2003, the IRS had not pursued 2.25 million cases totaling
more than $16.5 billion in delinquent taxes. The Committee be-

1See Form 9465; Treas. Reg. see. 300.1.
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lieves that clarifying that the IRS is authorized to enter into in-
stallment agreements with taxpayers that do not provide for full
payment of the taxpayer’s liability over the life of the agreement
will improve effective tax administration.

The Committee recognizes that some taxpayers are unable or un-
willing to enter into a realistic offer-in-compromise. The Committee
believes that these taxpayers should be encouraged to make partial
payments toward resolving their tax liability, and that providing
for partial payment installment agreements will help facilitate this.
The Committee also believes, however, that the offer-in-compromise
program should remain the sole avenue via which taxpayers fully
resolve their tax liabilities and attain a fresh start.

EXPLANATION OF PROVISION

The provision clarifies that the IRS is authorized to enter into in-
stallment agreements with taxpayers which do not provide for full
payment of the taxpayer’s liability over the life of the agreement.
The provision also requires the IRS to review partial payment in-
stallment agreements at least every two years. The primary pur-
pose of this review is to determine whether the financial condition
of the taxpayer has significantly changed so as to warrant an in-
crease in the value of the payments being made.

EFFECTIVE DATE

The provision is effective for installment agreements entered into
on or after the date of enactment.

3. Termination of installment agreements (sec. 103 of the bill and
sec. 6159 of the Code)

PRESENT LAW

The Code authorizes the IRS to enter into written agreements
with any taxpayer under which the taxpayer is allowed to pay
taxes owed, as well as interest and penalties, in installment pay-
ments, if the IRS determines that doing so will facilitate collection
of the amounts owed (sec. 6159). An installment agreement does
not reduce the amount of taxes, interest, or penalties owed. Gen-
erally, during the period installment payments are being made,
other IRS enforcement actions (such as levies or seizures) with re-
spect to the taxes included in that agreement are held in abeyance.

Under present law, the IRS is permitted to terminate an install-
ment agreement only?2 if: (1) the taxpayer fails to pay an install-
ment at the time the payment is due; (2) the taxpayer fails to pay
any other tax liability at the time when such liability is due; (3)
the taxpayer fails to provide a financial condition update as re-
quired by the IRS; (4) the taxpayer provides inadequate or incom-
plete information when applying for an installment agreement; (5)
there has been a significant change in the financial condition of the
taxpayer; or (6) the collection of the tax is in jeopardy.3

2Sec. 6159(b)(1).
3Sec. 6159(b)(2), (3), and (4).
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REASONS FOR CHANGE

The Committee believes that taxpayers who are permitted to pay
their previous tax obligations through an installment agreement
should also be required to remain current with their Federal tax
obligations. The Committee believes that giving the IRS the au-
thority to terminate installment agreements in additional cir-
cumstances will improve the operation of the installment agree-
ment process and enhance tax compliance.

EXPLANATION OF PROVISION

The provision grants the IRS authority to terminate an install-
ment agreement when a taxpayer fails to timely make a required
Federal tax deposit4 or fails to timely file a tax return (including
extensions). The termination could occur even if the taxpayer re-
mained current with payments under the installment agreement.

EFFECTIVE DATE

The provision is effective for failures occurring on or after the
date of enactment.

4. Office of Chief Counsel review of offers-in-compromise (sec. 104
of the bill and sec. 7122 of the Code)

PRESENT LAW

The IRS has the authority to settle a tax debt pursuant to an
offer-in-compromise. IRS regulations provide that such offers can
be accepted if the taxpayer is unable to pay the full amount of the
tax liability and it is doubtful that the tax, interest, and penalties
can be collected or there is doubt as to the validity of the actual
tax liability. Amounts of $50,000 or more can only be accepted if
the reasons for the acceptance are documented in detail and sup-
ported by a written opinion from the IRS Chief Counsel (sec. 7122).

REASONS FOR CHANGE

Many offers-in-compromise cases do not present any significant
legal issues, and the required legal review for cases meeting the
statutory threshold can delay the acceptance process under current
administrative procedures. The Committee believes that elimi-
nating this threshold requiring review will permit the IRS to focus
its review resources on the most important cases, regardless of dol-
lar value.

EXPLANATION OF PROVISION

The provision repeals the requirement that an offer-in-com-
promise of $50,000 or more must be supported by a written opinion
from the Office of Chief Counsel. Written opinions must only be
provided if the Secretary determines that an opinion is required
with respect to a compromise.

4Failure to timely make a required Federal tax deposit is not considered to be a failure to
pay any other tax liability at the time such liability is due under section 6159(b)(4)(B) because
liability for tax generally does not accrue until the end of the taxable period, and deposits are
required to be made prior to that date (sec. 6302).
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EFFECTIVE DATE

The provision applies to offers-in-compromise submitted or pend-
ing on or after the date of enactment.

5. Permit the IRS to require increased electronic filing of returns
prepared by paid return preparers (sec. 105 of the bill and sec.
6011 of the Code)

PRESENT LAW

The Code authorizes the IRS to issue regulations specifying
which returns must be filed electronically.> There are several limi-
tations on this authority. First, it can only apply to persons re-
quired to file at least 250 returns during the year.6 Second, the IRS
is prohibited from requiring that income tax returns of individuals,
estates, and trusts be submitted in any format other than paper
(although these returns may by choice be filed electronically).

REASONS FOR CHANGE

The Congress set a goal for the IRS to have 80 percent of tax re-
turns filed electronically by 2007. The Committee understands that
an overwhelming number of tax returns are already prepared elec-
tronically. Thus, the Committee believes that expanding the scope
of returns that are prepared by paid return preparers and that are
required to be filed electronically is necessary for the IRS to meet
the 80 percent goal set by the Congress and will improve tax ad-
ministration.

EXPLANATION OF PROVISION

The provision permits the IRS to expand the scope of returns
that are prepared by paid return preparers and that are required
to be filed electronically by removing the present-law restrictions
relating to the types of tax returns required to be filed electroni-
cally and by lowering the number of returns that trigger the re-
quirement to file electronically to five. The Committee expects the
IRS to expand the types of forms and schedules that may be filed
electronically to permit full implementation of this provision.

EFFECTIVE DATE
The provision is effective on the date of enactment.

6. Place threshold on tolling of statute of limitations during review
by Taxpayer Advocate Service (sec. 106 of the bill and sec.
7811 of the Code)

PRESENT LAW

Taxpayers suffering significant hardship may request that the
Office of the Taxpayer Advocate issue a Taxpayer Assistance
Order, which requires the IRS to take (or refrain from taking) spec-
ified actions (sec. 7811). The statute of limitations is suspended for
the period beginning on the date of the taxpayer’s application and
ending on the date of the decision by the National Taxpayer Advo-
cate.

5Sec. 6011(e).
6 Partnerships with more than 100 partners are required to file electronically.
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REASONS FOR CHANGE

The Committee believes that the administration of this suspen-
sion of the statute of limitations adds unnecessary complexity to
the Taxpayer Assistance Order process when the National Tax-
payer Advocate renders a decision within a short period of time.
The Committee believes the Taxpayer Assistance Order process
would be improved by disregarding relatively short periods of re-
view by the Taxpayer Advocate.

EXPLANATION OF PROVISION

The provision modifies this suspension of statute of limitations
by applying it only if the date of the decision by the National Tax-
payer Advocate is at least 7 days after the date of the taxpayer’s
application.

EFFECTIVE DATE

The provision is effective for applications filed after the date of
enactment.

7. Increase in penalty for bad checks and money orders (sec. 107
of the bill and sec. 6657 of the Code)

PRESENT LAW

The Code” imposes a penalty for bad checks and money orders
on the person who tendered it. The penalty is two percent of the
amount of the bad check or money order. The minimum penalty is
$15 (or, if less, the amount of the check), applicable to checks that
are less than $750.

REASONS FOR CHANGE

The Committee believes that it is appropriate to increase the
minimum amount of this penalty so that it is more consistent with
amounts charged by the private sector for bad checks.

EXPLANATION OF PROVISION

The provision increases the minimum penalty to $25 (or, if less,
%he amount of the check), applicable to checks that are less than
1,250.

EFFECTIVE DATE

The provision applies to checks or money orders received after
the date of enactment.

8. Extend time limit for contesting IRS levy (sec. 108 of the bill and
sec. 6343 of the Code)

PRESENT LAW

The IRS is authorized to return property that has been wrong-
fully or mistakenly levied upon (sec. 6343). In general, monetary
proceeds may be returned within 9 months of the date of the levy.

7Sec. 6657.
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REASONS FOR CHANGE

The Committee understands that in many cases this 9-month pe-
riod may be insufficient for taxpayers or third parties to discover
a wrongful or mistaken levy and seek to remedy it. Accordingly, the
Committee believes it is appropriate to provide for a longer period
of time within which a person may contest a wrongful IRS levy.

EXPLANATION OF PROVISION
The provision extends this 9-month period to 2 years.
EFFECTIVE DATE

The provision is effective with respect to: (1) Levies made after
the date of enactment; and (2) levies made on or before the date
of enactment provided that the 9-month period has not expired as
of the date of enactment.

9. Individuals held harmless on improper levy on individual retire-
ment plan (sec. 109 of the bill and sec. 6343 of the Code)

PRESENT LAW

Distributions from an individual retirement arrangement (“IRA”)
made on account of an IRS levy are includible in the gross income
of the individual under the rules applicable to the IRA subject to
the levy. Thus, in the case of a traditional IRA, the amount distrib-
uted as a result of a levy is includible in gross income except to
the extent such amount represents a return of nondeductible con-
tributions (i.e., basis). In the case of a Roth IRA, earnings on a dis-
tribution are excludable from gross income if the distribution is
made: (1) After the five-taxable year period beginning with the first
taxable year for which the individual made a contribution to a Roth
IRA; and (2) after attainment of age 59%2 or on account of certain
other circumstances. Amounts withdrawn from an IRA due to a
levy are not subject to the 10 percent early withdrawal tax, regard-
less of whether the amount is includible in income.

Present law provides rules under which the IRS returns amounts
subject to an incorrect levy. For example, amounts withdrawn from
an IRA pursuant to a levy are returned to the individual owning
the IRA in the case of a wrongful levy or if the levy was not in ac-
cordance with IRS administrative procedures. In the case of a
wrongful levy, the IRS is required to pay interest on the amount
returned to the individual at the overpayment rate. The IRS is not
required to pay interest if the levy was not in accordance with IRS
administrative procedures.

Present law does not provide special rules to allow an individual
to recontribute to an IRA amounts withdrawn from an IRA pursu-
ant to a levy and later returned to the individual by the IRS (or
interest thereon). Thus, if an individual wishes to contribute such
returned amounts to an IRA, the contribution is subject to the nor-
mally applicable rules for IRA contributions.

REASONS FOR CHANGE

IRA assets provide an important source of retirement income for
many Americans. Under present law, if the IRS improperly levies
on an IRA, the individual owning the IRA may not be made whole,
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even if the IRS returns the amount levied, with interest, because
the individual may lose the opportunity to have those funds accu-
mulate on a tax-favored basis until retirement. The Committee be-
lieves that improper levies should not reduce retirement income se-
curity for IRA owners. Thus, the Committee bill provides that IRA
funds that are withdrawn pursuant to an improper IRS levy and
returned by the IRS may be recontributed to the IRA.

EXPLANATION OF PROVISION

Under the provision, an individual is able to recontribute to an
TRA amounts withdrawn pursuant to a levy and returned by the
IRS (and any interest thereon) within 60 days of receipt by the in-
dividual, without regard to the normally applicable limits on IRA
contributions and rollovers. The provision applies to levied
amounts returned to the individual because the levy (1) was wrong-
ful or (2) is determined to be premature or otherwise not in accord-
ance with administrative procedures. The contribution has to be
anade to the same type of IRA from which the amounts were with-

rawn.

Under the provision, the IRS is required to pay interest on
amounts returned to the individual at the overpayment rate in the
case of a levy that is determined to be premature or otherwise not
in accordance with administrative procedures (as well as in the
case of a wrongful levy under present law). Interest paid by the
IRS on the amount returned to the individual and contributed to
the IRA is treated as part of the distribution made from the IRA
on account of the levy and is not includible in gross income. In ad-
dition, any tax attributable to an amount distributed from an IRA
by reason of a levy is abated if the amount is recontributed to an
IRA pursuant to the provision.

EFFECTIVE DATE

The provision is effective for levied amounts (and interest there-
on) returned to individuals after December 31, 2004.

10. Allow the Financial Management Service to retain transaction
fees from levied amounts (sec. 110 of the bill)

PRESENT LAW

To facilitate the collection of tax, the IRS can generally levy upon
all property and rights to property of a taxpayer (sec. 6331). With
respect to specified types of recurring payments, the IRS may im-
pose a continuous levy of up to 15 percent of each payment, which
generally continues in effect until the liability is paid (sec. 6331(h)).
Continuous levies imposed by the IRS on specified Federal pay-
ments are administered by the Financial Management Service
(FMS) of the Department of the Treasury. FMS is generally respon-
sible for making most non-defense related Federal payments. FMS
is required to charge the IRS for the costs of developing and oper-
ating this continuous levy program. The IRS pays these FMS
charges out of its appropriations.

REASONS FOR CHANGE

The Committee believes that altering the bookkeeping structure
of these costs will provide for cost savings to the government.
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EXPLANATION OF PROVISION

The provision allows FMS to retain a portion of the levied funds
as payment of these FMS fees. The amount credited to the tax-
payer’s account would not, however, be reduced by this fee.

EFFECTIVE DATE
The provision is effective on the date of enactment.

11. Elimination on restriction on offsetting refunds from former
residents (sec. 111 of the bill and sec. 6402 of the Code)

PRESENT LAW

Overpayments of Federal tax may be used to pay past-due child
support and debts owed to Federal agencies, without the consent
of the taxpayer.8 Overpayments of Federal tax may also be used to
pay specified past-due, legally enforceable State income tax debts,
provided that the person making the Federal tax overpayment has
shown on the Federal tax return for the taxable year of the over-
payment an address that is within the State seeking the tax offset.

REASONS FOR CHANGE

The Committee understands that the current refund procedure
has proven an effective collection tool for State governments. The
Committee believes that eliminating unnecessary restrictions on
this program will improve the ability of States to collect past-due,
legally enforceable State income tax debts.

EXPLANATION OF PROVISION

The provision eliminates the requirement that the person mak-
ing the Federal tax overpayment show on the Federal tax return
for the taxable year of the overpayment an address that is within
the State seeking the tax offset. Accordingly, States may seek to
offset refunds from residents of their own State as well as any
other State to collect specified past-due, legally enforceable State
income tax debts.

EFFECTIVE DATE

The provision is effective on the date of enactment.

B. PROCESSING AND PERSONNEL
1. Information regarding statute of limitations (sec. 121 of the bill)
PRESENT LAW

In general, a taxpayer must file a refund claim within three
years of the filing of the return or within two years of the payment
of the tax, whichever period expires later (if no return is filed, the
two-year limit applies). A refund claim that is not filed within
these time periods is rejected as untimely.

A special rule applies during periods of disability. Equitable toll-
ing of the statute of limitations for refund claims of an individual
taxpayer applies during any period in which an individual is un-

8Sec. 6402.
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able to manage his or her financial affairs by reason of a medically
determinable physical or mental impairment that can be expected
to result in death or to last for a continuous period of not less than
12 months. Equitable tolling does not apply during periods in
which the taxpayer’s spouse or another person is authorized to act
on the taxpayer’s behalf in financial matters.

There is no requirement that IRS publications contain informa-
tion that both describes this statute of limitations provision and ex-
plains the consequences of failing to file within the time period pre-
scribed by the statute of limitations.

REASONS FOR CHANGE

Some taxpayers who are due refunds fail to file tax returns by
the due date. Several years later they realize that they owe addi-
tional taxes to the IRS for that later year and attempt to offset the
amount that they owe against the refund that they were due for
the earlier year. They are unable to do so, however, if their claim
for the refund is filed beyond the statutorily specified deadline. The
Committee recognizes that, in general, statutes of limitations pro-
mote important policy goals of repose and certainty. The Com-
mittee also believes that it is important that taxpayers be ade-
quately informed of the operation of these provisions so that they
are not inadvertently disadvantaged by consequences that they did
not foresee.

EXPLANATION OF PROVISION

The provision requires the IRS to revise Publication 1 (“Your
Rights as a Taxpayer”) by adding an explanation of the con-
sequences of failing to file within the time period prescribed by the
statute of limitations to the section on refunds that describes the
statute of limitations. The provision also requires the IRS to revise
the instructions that accompany all of the Form 1040 packages (in-
cluding 1040A and 1040EZ) in a similar manner to add a descrip-
tion of this statute of limitations and an explanation of the con-
sequences of failing to file within the time period prescribed by the
statute of limitations.

EFFECTIVE DATE

The revisions to Publication 1 are required to be made as soon
as practicable, but not later than 180 days after the date of enact-
ment. The revisions to the Form 1040 instructional packages are
required to be made for instructions for taxable years beginning
after December 31, 2004.

2. Annual report on IRS performance measures (sec. 122 of the bill
and sec. 7803 of the Code)

PRESENT LAW

There is no specific statutory requirement that the IRS Commis-
sioner provide annual reports on performance measures.

REASONS FOR CHANGE

In the 2002 Report of the IRS Oversight Board: Assessment of
the IRS and the Tax System, the IRS set forth the current state
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of the IRS, the tax administration system, as well as the opportuni-
ties and challenges that the agency faces. The Committee believes
that such a report provided on an annual basis will meet several
needs, including: (1) it will assist Congress in holding the IRS and
the IRS Commissioner accountable, (2) it will give senior manage-
ment an opportunity to state publicly, and in concrete terms, the
agency’s performance goals, and (3) it will serve as a useful ref-
erence guide for IRS stakeholders. The Committee believes that re-
quiring the IRS to report on performance measures, levels, and
goals, will improve the administration of the tax system.

EXPLANATION OF PROVISION

The provision statutorily requires that the IRS Commissioner
provide annual reports, on a fiscal year basis, to the IRS Oversight
Board and to the Congress on performance measures. The report
must include specific target performance goals (including volume
projections) for a five-year period against which to measure the
IRS’s performance. For each performance goal, the report must in-
clude comparisons between the target performance level and the
actual performance level. The report must include a narrative ex-
plaining how the IRS plans to meet each performance goal. If the
IRS fails to meet a performance goal, the IRS must explain why.
In general, the performance goals must cover the following areas:
public evaluation of the IRS, customer service, compliance, and
management initiatives. The report must also include a narrative
regarding the level of the IRS workload and the resources available
to IRS. The report is due by December 31 of each year, covering
the preceding fiscal year.

EFFECTIVE DATE
The provision is effective for fiscal year 2004 and thereafter.

3. Disclosure of tax information to facilitate combined employment
tax reporting (sec. 123 of the bill and sec. 6103 of the Code)

PRESENT LAW

Traditionally, Federal tax forms are filed with the Federal gov-
ernment and State tax forms are filed with individual States. This
necessitates duplication of items common to both returns.

The Taxpayer Relief Act of 19979 permitted implementation of a
demonstration project to assess the feasibility and desirability of
expanding combined Federal and State reporting. There were sev-
eral limitations on the demonstration project. First, it was limited
to the sharing of information between the State of Montana and
the IRS. Second, it was limited to employment tax reporting. Third,
it was limited to disclosure of the name, address, TIN, and signa-
ture of the taxpayer, which is information common to both the
Montana and Federal portions of the combined form. Fourth, it was
limited to a period of five years.

The authority for the demonstration project expired on the date
five years after the date of enactment (August 5, 2002).

9Sec. 976; P.L. 105-34; August 5, 1997.
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REASONS FOR CHANGE

The Committee believes that combined employment tax reporting
eliminates filing duplication, allowing for a more technologically ef-
ficient transmission of data, and reducing taxpayer burden. The
Committee also believes that combined employment tax reporting
will increase electronic filing.

EXPLANATION OF PROVISION

The provision amends the Code to provide permanent authority
for any State to participate in a combined Federal and State em-
ployment tax reporting program, provided that the program has
been approved by the Secretary.

EFFECTIVE DATE
The provision is effective on the date of enactment.

4. Extension of declaratory judgment procedures to non-501(c)(3)
tax-exempt organizations (sec. 124 of the bill and sec. 7428 of
the Code)

PRESENT LAW

In order for an organization to be granted tax exemption as a
charitable entity described in section 501(c)(3), it generally must
file an application for recognition of exemption with the IRS and
receive a favorable determination of its status. Similarly, for most
organizations, a charitable organization’s eligibility to receive tax-
deductible contributions is dependent upon its receipt of a favor-
able determination from the IRS. In general, a section 501(c)(3) or-
ganization can rely on a determination letter or ruling from the
IRS regarding its tax-exempt status, unless there is a material
change in its character, purposes, or methods of operation. In cases
in which an organization violates one or more of the requirements
for tax exemption under section 501(c)(3), the IRS is authorized to
revoke an organization’s tax exemption, notwithstanding an earlier
favorable determination.

In situations in which the IRS denies an organization’s applica-
tion for recognition of exemption under section 501(c)(3) or fails to
act on such application, or in which the IRS informs a section
501(c)(3) organization that it is considering revoking or adversely
modifying its tax-exempt status, present law authorizes the organi-
zation to seek a declaratory judgment regarding its tax status (sec.
7428). Section 7428 provides a remedy in the case of a dispute in-
volving a determination by the IRS with respect to: (1) the initial
qualification or continuing qualification of an organization as a
charitable organization for tax exemption purposes or for charitable
contribution deduction purposes; (2) the initial classification or con-
tinuing classification of an organization as a private foundation; (3)
the initial classification or continuing classification of an organiza-
tion as a private operating foundation; or (4) the failure of the IRS
to make a determination with respect to (1), (2), or (3). A “deter-
mination” in this context generally means a final decision by the
IRS affecting the tax qualification of a charitable organization, al-
though it also can include a proposed revocation of an organiza-
tion’s tax-exempt status or public charity classification. Section
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7428 vests jurisdiction over controversies involving such a deter-
mination in the U.S. District Court for the District of Columbia,
the U.S. Court of Federal Claims, and the U.S. Tax Court.

Prior to utilizing the declaratory judgment procedure, an organi-
zation must have exhausted all administrative remedies available
to it within the IRS. An organization is deemed to have exhausted
its administrative remedies at the expiration of 270 days after the
date on which the request for a determination was made if the or-
ganization has taken, in a timely manner, all reasonable steps to
secure such determination.

If an organization (other than a section 501(c)(3) organization)
files an application for recognition of exemption and receives a fa-
vorable determination from the IRS, the determination of tax-ex-
empt status is usually effective as of the date of formation of the
organization if its purposes and activities during the period prior
to the date of the determination letter were consistent with the re-
quirements for exemption. However, if the organization files an ap-
plication for recognition of exemption and later receives an adverse
determination from the IRS, the IRS may assert that the organiza-
tion is subject to tax on some or all of its income for open taxable
years. In addition, as with charitable organizations, the IRS may
revoke or modify an earlier favorable determination regarding an
organization’s tax-exempt status.

Under present law, a non-charity (i.e., an organization not de-
scribed in section 501(c)(3)) may not seek a declaratory judgment
with respect to an IRS determination regarding its tax-exempt sta-
tus. The only remedies available to such an organization are to pe-
tition the U.S. Tax Court for relief following the issuance of a no-
tice of deficiency or to pay any tax owed and sue for refund in Fed-
eral district court or the U.S. Court of Federal Claims.

REASONS FOR CHANGE

The Committee believes that it is important to provide certainty
for organizations that have sought a determination of their tax-ex-
empt status. Thus, the Committee finds it appropriate to extend
the present-law declaratory judgment procedures to all organiza-
tions that apply for tax-exempt status as organizations described in
section 501(c) and (d).

DESCRIPTION OF PROVISION

The provision extends declaratory judgment procedures similar
to those currently available only to charities under section 7428 to
other section 501(c) and 501(d) determinations. The provision limits
jurisdiction over controversies involving such other determinations
to the United States Tax Court.10

EFFECTIVE DATE

The extension of the declaratory judgment procedures to organi-
zations other than section 501(c)(3) organizations is effective for
pleadings filed with respect to determinations (or requests for de-
terminations) made after December 31, 2004.

10This limitation currently applies to declaratory judgments relating to tax qualification for
certain employee retirement plans (sec. 7476).
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5. Amendment to Treasury auction reforms (sec. 125 of the bill and
sec. 202 of the Government Securities Act Amendments of
1993)

PRESENT LAW

Members of the Treasury Borrowing Advisory Committee are
prohibited from disclosing anything relating to the securities to be
auctioned in a midquarter refunding by the Secretary until the Sec-
retary makes a public announcement of the refunding.

REASONS FOR CHANGE

The Committee believes that permitting disclosure upon the re-
lease by the Secretary of the minutes of the meeting accomplishes
the goals of the present-law restrictions without needlessly hin-
dering the members of the advisory committee.

EXPLANATION OF PROVISION

The provision permits earlier disclosure upon the release by the
Secretary of the minutes of the meeting.

EFFECTIVE DATE

The provision applies to meetings held after the date of enact-
ment.

6. Revisions relating to termination of employment of IRS employ-
ees for misconduct (sec. 126 of the bill and new sec. 7804A of
the Code)

PRESENT LAW

Section 1203 of the IRS Restructuring and Reform Act of 1998
requires the IRS to terminate an employee for certain proven viola-
tions committed by the employee in connection with the perform-
ance of official duties. The violations include: (1) willful failure to
obtain the required approval signatures on documents authorizing
the seizure of a taxpayer’s home, personal belongings, or business
assets; (2) providing a false statement under oath material to a
matter involving a taxpayer; (3) with respect to a taxpayer, tax-
payer representative, or other IRS employee, the violation of any
right under the U.S. Constitution, or any civil right established
under titles VI or VII of the Civil Rights Act of 1964, title IX of
the Educational Amendments of 1972, the Age Discrimination in
Employment Act of 1967, the Age Discrimination Act of 1975, sec-
tions 501 or 504 of the Rehabilitation Act of 1973 and title I of the
Americans with Disabilities Act of 1990; (4) falsifying or destroying
documents to conceal mistakes made by any employee with respect
to a matter involving a taxpayer or a taxpayer representative; (5)
assault or battery on a taxpayer or other IRS employee, but only
if there is a criminal conviction or a final judgment by a court in
a civil case, with respect to the assault or battery; (6) violations of
the Internal Revenue Code, Treasury Regulations, or policies of the
IRS (including the Internal Revenue Manual) for the purpose of re-
taliating or harassing a taxpayer or other IRS employee; (7) willful
misuse of section 6103 for the purpose of concealing data from a
Congressional inquiry; (8) willful failure to file any tax return re-
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quired under the Code on or before the due date (including exten-
sions) unless failure is due to reasonable cause; (9) willful under-
statement of Federal tax liability, unless such understatement is
due to reasonable cause; and (10) threatening to audit a taxpayer
for the purpose of extracting personal gain or benefit.

Section 1203 also provides non-delegable authority to the Com-
missioner to determine that mitigating factors exist, that, in the
Commissioner’s sole discretion, mitigate against terminating the
employee. The Commissioner, in his sole discretion, may establish
a procedure to determine whether an individual should be referred
for such a determination by the Commissioner.

REASONS FOR CHANGE

The Committee understands that two of the violations under
present law have resulted in unintended consequences. First, the
Committee does not believe that an IRS employee due a tax refund
should be terminated from employment for filing that return late.
No other taxpayer faces a comparable penalty for the late filing of
a return due a refund. Investigating and resolving issues related
to the late filing by IRS employees of refund returns expends re-
?ources that could be better spent on other tax administration ef-
orts.

Second, the Committee understands that employees are misusing
the “employee versus employee” violation as retaliation against fel-
low employees. There are other administrative remedies that are
more appropriate for resolving employee versus employee claims,
such as Title V adverse action cases, as well as actions of the Merit
Systems Protection Board.

The Committee believes that removing from the list of violations
these two provisions that do not directly involve an IRS employee’s
interactions with taxpayers will improve the focus of the provision.

EXPLANATION OF PROVISION

The provision removes from the list of violations: (1) the late fil-
ing of refund returns; and (2) employee versus employee assault or
battery. The provision also places the entire section in the Internal
Revenue Code.

EFFECTIVE DATE

The provision is effective on the date of enactment.

7. Expand IRS Oversight Board authority (sec. 127 of the bill and
sec. 7802 of the Code)

PRESENT LAW

The Code has established the IRS Oversight Board and has given
that Board general oversight responsibilities for the IRS, as well as
specific oversight responsibilities with respect to the IRS’ strategic
plans, operational plans, management, budget, and taxpayer pro-
tections.!! Among these responsibilities, the Board is required to
review the Commissioner’s selection, evaluation, and compensation
of IRS senior executives and to review and approve the IRS budget
request (having ensured that the budget request supports the an-

11 Sec. 7802(c) and (d).
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nual and long-range strategic plans of the IRS). The Board must
report annually to the Congress with respect to the conduct of its
responsibilities.

REASONS FOR CHANGE

The Committee understands that the IRS Oversight Board, as es-
tablished, is in a difficult position to exert meaningful authority
and oversight over the IRS. Although the Board is under the De-
partment of Treasury, Congress intended for the Board to provide
balanced independent oversight over the IRS. The Committee un-
derstands that the Board’s current authority to review the IRS
Commissioner’s selection, evaluation, and compensation of senior
executives has been unclear and that the Board has not been ac-
tively engaged and consulted as Congress intended. The Committee
believes that the Board should have a strong and active role in the
IRS Commissioner’s selection, evaluation, and compensation of sen-
ior executives. The Board should be included in the process before
the TRS Commissioner acts with respect to the selection, evalua-
tion, and compensation of senior executives. Furthermore, the Com-
mittee understands that the Board’s ability to provide a thorough
and independent analysis of the IRS’s budget request is hindered
by its organizational structure within the Executive Branch. The
Committee believes that expanding the authority of the IRS Over-
sight Board will improve oversight and accountability of the IRS.

EXPLANATION OF PROVISION

Approval with respect to senior executives

The provision requires that the IRS Oversight Board approve the
IRS Commissioner’s selection, evaluation, and compensation of sen-
ior executives.

Reports

Budget

The provision requires that the budget for the IRS that the
Board submits to the Secretary of the Treasury be detailed and
contain analysis. The budget is to be submitted without any prior
review or comment from the Commissioner, the Secretary of the
Treasury, or any officer or employee of either the Department of
the Treasury or the Office of Management and Budget.

Annual Report

The provision requires that the Board submit its annual report
by March 1st of each year.

Continuity in office

The provision provides that an Oversight Board member whose
term has expired shall continue to serve until his or her successor
takes office (limited to one year after the expiration of the Board
member’s term).

Access to health benefits

The provision makes Oversight Board members eligible for cov-
erage by the Federal Employees’ Health Benefits Program on the
same basis as Federal employees.
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EFFECTIVE DATE
The provision is effective on the date of enactment.

8. IRS Oversight Board approval of use of critical pay authority
(sec. 128 of the bill and sec. 7802 of the Code)

PRESENT LAW

The Secretary of the Treasury has the authority, subject to speci-
fied conditions, to increase the pay levels for critical positions at
the IRS above the levels otherwise provided.12

The Code has established the IRS Oversight Board and has given
that board general oversight responsibilities for the IRS, as well as
specific oversight responsibilities with respect to the IRS’ strategic
plans, operational plans, management, budget, and taxpayer pro-
tections.13

REASONS FOR CHANGE

The Committee understands that some believe that the IRS may
have used its critical pay authority for positions that do not nec-
essarily meet the specified conditions required under present law.
Critical pay authority gives the IRS the flexibility to compensate
certain employees at levels that are more competitive with the pri-
vate sector. Thus, such authority is intended to aid the IRS in hir-
ing individuals with specific expertise. The Committee believes that
requiring the IRS Oversight Board to review and approve each use
of critical pay authority will improve the administration and utili-
zation of this authority.

EXPLANATION OF PROVISION

The provision requires that the IRS Oversight Board review and
approve each use of this critical pay authority.

EFFECTIVE DATE

The provision is effective for personnel hired after the date of en-
actment.

9. Low-income taxpayer clinics (sec. 129 of the bill and new sec.
7526A of the Code)

PRESENT LAW

The Code 14 provides that the Secretary is authorized to provide
up to $6 million per year in matching grants to certain low-income
taxpayer clinics. Eligible clinics are those that charge no more than
a nominal fee to either represent low-income taxpayers in con-
troversies with the IRS or provide tax information to individuals
for whom English is a second language (“controversy clinics”). No
clinic can receive more than $100,000 per year.

A “clinic” includes (1) a clinical program at an accredited law,
business, or accounting school, in which students represent low-in-
come taxpayers, or (2) an organization exempt from tax under Code

125 U.S.C. secs. 9502 and 9503.
13 Sec. 7802(c) and (d).
14 Sec. 7526.
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section 501(c) which either represents low-income taxpayers or pro-
vides referral to qualified representatives.

REASONS FOR CHANGE

The Committee believes that low-income taxpayer clinics con-
tribute to compliance with the Code by providing representation to
taxpayers who might otherwise be uncertain about their rights and
obligations under the Code. Accordingly, the Committee believes
that the amount authorized to be appropriated for matching grants
to them should be increased. The Committee also believes that the
scope of the work that clinics seeking grants may do should be
broadened to encompass return preparation.

EXPLANATION OF PROVISION

The provision authorizes $10 million in matching grants for low-
income taxpayer return preparation clinics (“preparation clinics”).
These clinics may provide routine tax return preparation and filing
services to low-income taxpayers. The authorization of $6 million
for low-income controversy clinics under present law is also in-
creased to $10 million.

The provision expands the scope of clinics eligible to receive prep-
aration clinic grants to encompass clinics at all educational institu-
tions. The provision prohibits the use of grants for overhead ex-
penses at both controversy clinics and preparation clinics. The pro-
vision also authorizes the IRS to use mass communications, refer-
rals, and other means to promote the benefits and encourage the
use of low-income controversy and preparation clinics.

EFFECTIVE DATE

The provision is effective for grants made after the date of enact-
ment.

10. Taxpayer access to financial institutions (sec. 130 of the bill)
PRESENT LAW

A large number of individual taxpayers do not have bank ac-
counts. Because of this, these taxpayers are unable to participate
fully in electronic filing, because IRS cannot electronically transmit
to them their tax refunds.

REASONS FOR CHANGE

The Committee believes that assisting unbanked taxpayers in es-
tablishing accounts in depository institutions in connection with
preparing and filing their tax returns will increase the number of
taxpayers able to participate fully in electronic filing.

EXPLANATION OF PROVISION

The provision authorizes the Secretary of the Treasury to award
demonstration project grants (totaling up to $10 million) to eligible
entities to provide tax preparation assistance in connection with es-
tablishing an account in a federally insured depositary institution
for individuals that do not have such an account. Entities eligible
to receive grants are: tax-exempt organizations described in section
501(c)(3), federally insured depositary institutions, State or local
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governmental agencies, community development financial institu-
tions, Indian tribal organizations, Alaska native corporations, na-
tive Hawaiian organizations, and labor organizations.

EFFECTIVE DATE
The provision is effective on the date of enactment.

11. Enrolled agents (sec. 131 of the bill and new sec. 7529 of the
Code)

PRESENT LAW

Treasury Department Circular No. 230 provides rules relating to
practice before the IRS by attorneys, certified public accountants,
enrolled agents, enrolled actuaries, and others.

REASONS FOR CHANGE

The Committee believes that individuals who meet the regu-
latory requirements established by the Secretary should be able to
use the specified credentials or designation in any State or Federal
jurisdiction.

EXPLANATION OF PROVISION

The bill adds a new section to the Code permitting the Secretary
to prescribe regulations to regulate the conduct of enrolled agents
in regard to their practice before the IRS and to permit enrolled
agents meeting the Secretary’s qualifications to use the credentials
or designation “enrolled agent”, “EA”, or “E.A.”.

EFFECTIVE DATE
The provision is effective on the date of enactment.

12. Establishment of disaster response team (sec. 132 of the bill
and sec. 7803 of the Code)

PRESENT LAW

The Secretary of the Treasury may specify that certain deadlines
are postponed for a period of up to one year in the case of a tax-
payer determined to be affected by a Presidentially declared dis-
aster or by a terroristic or military action.'> The deadlines that
may be postponed are the same as are postponed by reason of serv-
ice in a combat zone.

REASONS FOR CHANGE

The Committee understands that the IRS is involved in respond-
ing to disasters. However, the Committee believes that the lack of
an established Disaster Response Team within the IRS results in
delaying the IRS’ response to disasters and contributes to taxpayer
burden when a taxpayer is affected by a Presidentially declared
disaster. The Committee believes that it is important to improve
the response of the IRS to Presidentially declared disasters.

15 Section 7508A.
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EXPLANATION OF PROVISION

The provision directs the Secretary to create in the IRS a perma-
nent Disaster Response Team, which, in coordination with the Fed-
eral Emergency Management Agency, is to assist taxpayers in
clarifying and resolving tax matters associated with a Presi-
dentially declared disaster. The provision requires that the Dis-
aster Response Team be staffed by personnel from the office of the
Taxpayer Advocate as well as personnel from the national office of
the IRS with relevant knowledge and experience. The provision
also requires the IRS to provide a toll-free number dedicated to re-
sponding to taxpayers affected by a Presidentially declared disaster
and to provide relevant information via the IRS website.

EFFECTIVE DATE
The provision is effective on the date of enactment.
13. Study of accelerated tax refunds (sec. 133 of the bill)
PRESENT LAW

Some States have established procedures to provide for acceler-
ated tax refunds to taxpayers who maintain the same filing charac-
teristics as in the previous year. The IRS does not have such a pro-
cedure.

REASONS FOR CHANGE

The Committee understands that States have realized efficiency
gains and cost savings with electronic filing, automated deposits of
tax refunds, and automated payments of tax liabilities. The Com-
mittee believes that requiring the Secretary of the Treasury to con-
duct a study of the implementation of an accelerated tax refund
program for taxpayers who maintain the same filing characteristics
as in the previous year and who elect to receive their refunds via
direct deposit will provide the Committee with valuable informa-
tion as to whether it is appropriate to implement such a system.

EXPLANATION OF PROVISION

The provision requires the Secretary of the Treasury to conduct
a study of the implementation of an accelerated tax refund pro-
gram for taxpayers who maintain the same filing characteristics as
in the previous year and who elect to receive their refunds via di-
rect deposit.

EFFECTIVE DATE

The Secretary is required to submit the report to the Congress
not later than one year after the date of enactment.

14. Study of clarifying recordkeeping responsibilities (sec. 134 of
the bill)

PRESENT LAW

Every person liable for Federal tax must keep records, provide
statements, make returns, and comply with rules and regulations,
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as prescribed by the Secretary.1® In general, taxpayers are required
to keep records for as long as the statute of limitations may be
open.

REASONS FOR CHANGE

The Committee understands that the present-law recordkeeping
requirements do not reflect advances in technology. Specifically,
the storage requirements may require taxpayers to maintain out-
dated and cumbersome technologies. The Committee understands
that there is a balance, however, between minimizing taxpayer
burden and ensuring that taxpayers maintain appropriate record-
keeping for purposes of IRS enforcement. The Committee believes
that requiring the Secretary of the Treasury to conduct a study of
the recordkeeping requirements will provide the Committee with
valuable information as to whether it is appropriate to modify
these requirements.

EXPLANATION OF PROVISION

The provision requires the Secretary of the Treasury to study:

* The scope of the records required to be maintained by tax-
payers;

* The utility of requiring taxpayers to maintain all records in-
definitely;

» The effects of the necessity to upgrade technological storage for
outdated records;

* The number of negotiated records retention agreements re-
quested by taxpayers and the number entered into by the IRS; and

» Proposals regarding taxpayer recordkeeping.

EFFECTIVE DATE

The Secretary is required to submit the report to the Congress
not later than one year after the date of enactment.

15. Streamline reporting process for National Taxpayer Advocate
(sec. 135 of the bill and sec. 7803 of the Code)

PRESENT LAW

The Code requires the National Taxpayer Advocate to produce
two reports for the Congress each year. The first, due by June 30,
reports on the objectives for the office; the second, due by December
31, reports on the activities of the office and contains detailed data
and recommendations in specified areas.

REASONS FOR CHANGE

The Committee believes that combining these reports will reduce
burdens on the National Taxpayer Advocate. The Committee also
believes that authorizing the National Taxpayer Advocate to report
to the Congress at any time on any significant issues affecting tax-
payer rights will improve the awareness of the Congress of these
issues.

16Section 6001.
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EXPLANATION OF PROVISION

The provision combines these two reports into one, due by De-
cember 31. The provision also provides that the National Taxpayer
Advocate, in his or her sole discretion, may report to the Congress
at any time on any significant issues affecting taxpayer rights.

EFFECTIVE DATE

The provision combining the reports is effective for reports in
2005 and thereafter. The provision authorizing reports on signifi-
cant issues affecting taxpayer rights is effective on the date of en-
actment.

16. IRS Free File program (sec. 136 of the bill)
PRESENT LAW

The IRS has entered into cooperative relationships with commer-
cial return preparation services to provide free electronic filing
services to eligible low-income or elderly taxpayers. This program
is called “Free File.” IRS permits these commercial return prepara-
tion services to cross-market their other services and products to
all participating taxpayers, except to those taxpayers who explicitly
opt out of this cross-marketing.

REASONS FOR CHANGE

The Committee believes that functioning of the Free File pro-
gram will be improved if cross-marketing is permitted only to tax-
payers who explicitly give permission to receive it.

EXPLANATION OF PROVISION

The provision requires that, as a condition for participating in
the Free File program, commercial return preparation services that
choose to cross-market their other services and products to Free
File taxpayers may only do so to taxpayers who explicitly choose
this (opt in). The provision requires the IRS to ensure that this opt-
in feature is clear, prominently displayed, and in large typeface.

EFFECTIVE DATE

The provision is effective with respect to returns filed after De-
cember 31, 2004.

17. Modification of TIGTA reporting requirements (sec. 137 of the
bill and sec. 7803 of the Code)

PRESENT LAW

The Treasury Inspector General for Tax Administration (TIGTA)
conducts audits and reviews of IRS operations. TIGTA also is
statutorily required to report to the Congress (both annually and
semi-annually) on a number of specific issues.

REASONS FOR CHANGE

The Committee understands that these reporting requirements
utilize significant resources and that the IRS does not necessarily
maintain the data required for these reports. The Committee also
understands that the current frequency of reporting gives the IRS
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a limited and, perhaps, insufficient amount of time to implement
corrective actions before another review. The Committee believes
that streamlining these TIGTA reporting requirements will yield a
more meaningful picture of the IRS and its progress in meeting
Congressional expectations.

EXPLANATION OF PROVISION

The provision repeals the statutory requirement that TIGTA
issue the following reports:

* IRS compliance with the restrictions? on directly contacting
taxpayers who have indicated that they prefer that their represent-
atives be contacted.

» IRS compliance with the requirements relating to disclosure of
collection information with respect to joint returns.

e IRS compliance with the fair debt collection provisions of the
Code.

* The number of taxpayer complaints received during the report-
ing period.

In addition, the provision requires that all reports currently re-
quired to be made annually must be provided semi-annually.

EFFECTIVE DATE
The provision is effective on the date of enactment.
18. Study of IRS accounts receivable (sec. 138 of the bill)
PRESENT LAW

There is no statutory requirement of a study of IRS accounts re-
ceivables.

REASONS FOR CHANGE

The General Accounting Office has reported that it has received
from the IRS the following information.18 The gross accounts re-
ceivable for tax year 2003 is estimated at $246 billion. After a re-
duction for compliance assessments of $31 billion, write-offs of $126
billion, and allowance for doubtful accounts of $69 billion, the total
net accounts receivable is $20 billion. The Committee believes that
requiring the Secretary of the Treasury to conduct a study of IRS
accounts receivable will provide the Committee with valuable infor-
mation to assess the current problem and develop appropriate solu-
tions to reduce the accounts receivable inventory.

EXPLANATION OF PROVISION

The provision requires the Department of the Treasury to con-
duct a study on the provisions of the Code, and the application of
those provisions, regarding IRS collection procedures to determine
whether impediments exist to the efficient and timely collection of
tax debts. The study is also to include an examination of the ac-
counts receivable inventory of the IRS.

17Sec. 7521.
18GAO-04-126 IRS’s Fiscal Years 2003 and 2002 Financial Statements, p.78.
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EFFECTIVE DATE

The study must be completed within one year after the date of
enactment.

19. Electronic commerce advisory group (sec. 139 of the bill and
sec. 2001 of the Internal Revenue Service Restructuring and
Reform Act of 1998)

PRESENT LAW

The IRS is statutorily required to convene an electronic com-
merce advisory group, including representatives from the small
business community, from the tax practitioner, preparer, and com-
puter tax processor communities and other representatives from
the electronic filing industry.1°

REASONS FOR CHANGE

The Committee believes that expanding the electronic commerce
advisory group to include consumer advocate representation will
ensure taxpayer representation and improve its functioning.

EXPLANATION OF PROVISION

The provision requires that the electronic commerce advisory
group include at least two representatives from the consumer advo-
cate community.

EFFECTIVE DATE

The initial appointment made in accordance with this provision
must be made not later than 180 days after the date of enactment.

20. Study of modifications to Schedules L and M—-1 (sec. 140 of the
bill)

PRESENT LAW

The Code requires persons to file tax returns in accordance with
the forms and regulations prescribed by the Secretary.20 In gen-
eral, corporations must file Form 1120. As part of that form, a cor-
poration with more than $250,000 of gross receipts and total assets
must complete Schedule M-1, which reconciles book income (or
loss) with income (or loss) reported on the tax return.

REASONS FOR CHANGE

The Committee understands that high-profile cases involving
profitable corporations (1) reporting little or no taxable income, (2)
engaging in transactions that increased their financial income
without affecting their current tax liabilities, or (3) engaging in
transactions that decreased their taxable income without affecting
their book income, have drawn attention to the sources and mag-
nitudes of differences between tax and book income. IRS data
shows that the dollar amount of the book-tax difference grew from
$92.5 billion in 1996 to more than $159.0 billion in 1998, an in-
crease of nearly 72 percent.

19Pub. L. 105-206 (112 Stat. 723, July 22, 1998), sec. 2001(b)(2).
20 Sec. 6011(a).
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The Committee believes that a lack of historical data makes it
difficult to determine whether this is only a recent phenomenon or
the continuation of a long-term trend. Current reporting of book
tax differences via the Schedule M-1 makes broad analysis of the
sources of these differences extremely difficult. In light of this, the
Committee believes it is appropriate to consider revisions to the
relevant tax forms.

EXPLANATION OF PROVISION

The provision requires the Secretary of the Treasury to report to
the Senate Committee on Finance and the House Committee on
Ways and Means on proposals to expand Schedules L. and M-1 to
include additional information, such as the following:

* The names and identification numbers of the parent companies
for both book and tax purposes.

e A reconciliation of the consolidated book assets reported in
public financial disclosure statements to the reported assets in the
consolidated tax return.

» Worldwide net income as reported in public financial disclosure
statements.

» The components of tax expense recorded in financial statement
tax footnotes.

» A reconciliation of the book and tax income of entities included
in the consolidated financial statement with book income as re-
ported on the consolidated tax return.

* The adjustment for book income from domestic and foreign en-
tities excluded from financial reporting but included for tax pur-
poses.

* The book income of U.S. entities included in the consolidated
return.

» Taxable income due to actual or deemed dividends from foreign
subsidiaries.

* A reconciliation to reflect pretax book income of the U.S. con-
solidated tax return group plus taxable deemed or actual foreign
repatriations.

e The differences in the reporting of income and expense be-
tween book and tax reporting, including specific reporting on pen-
sion expense, stock options, and the amortization of goodwill.

» Consistency in reporting of any additional items not specifi-
cally listed above.

In addition, the proposal requires the Securities and Exchange
Commission and the Commissioner of Internal Revenue to report
to the Senate Committee on Finance and the House Committee on
Ways and Means on proposals to expand the public availability and
clarity of information relating to book and tax differences and Fed-
eral tax liability with respect to corporations.

EFFECTIVE DATE

The report on modifying Schedules L and M-1 must be provided
within 6 months after the date of enactment. The reports on infor-
mation to be made public must be provided within one year after
the date of enactment.



30

21. Regulation of Federal income tax return preparers and refund
anticipation loan providers (sec. 141 of the bill and new sec.
7530 of the Code)

PRESENT LAW

Federal income tax return preparers

The Secretary of the Treasury is authorized to regulate the prac-
tice of representatives of persons before the Department of the
Treasury.21 The Secretary is also authorized to suspend or disbar
from practice before the Department a representative who is incom-
petent, who is disreputable, who violates the rules regulating prac-
tice before the Department, or who (with intent to defraud) will-
fully and knowingly misleads or threatens the person being rep-
resented (or a person who may be represented). The rules promul-
gated by the Secretary pursuant to this provision are contained in
Circular 230. In general, the preparation and filing of tax returns
(absent further involvement) has not been considered within the
scope of these Circular 230 provisions.

Refund anticipation loan providers

Taxpayers may choose to obtain a loan in the amount of their an-
ticipated tax refund (a “refund anticipation loan”). In general, these
loans are provided in connection with the filing of the taxpayer’s
return. In general, these loans are for relatively short periods of
time (as little as several weeks, if the taxpayer files electronically).

REASONS FOR CHANGE

In her annual report to the Congress, the National Taxpayer Ad-
vocate noted that over 55 percent of the 130 million U.S. individual
taxpayers paid a return preparer to prepare their 2001 Federal in-
come tax returns and of the 1.2 million known tax return pre-
parers, one-quarter to one-half are not regulated by any licensing
entity or subject to minimum competency requirements. The Com-
mittee also understands that 57 percent of the earned income cred-
it overclaims were attributable to returns prepared by paid pre-
parers. The Committee believes that Federal income tax return
preparers play an important role in the tax system. While those
preparers authorized to practice before the IRS are already subject
to oversight, many preparers are not. Those preparers should ac-
cordingly have greater oversight.

The Committee believes that requiring regulation of both Federal
income tax return preparers and refund anticipation loan providers
and increasing the information that must be disclosed in connec-
tion with a refund anticipation loan will improve the fairness and
administration of the tax system.

EXPLANATION OF PROVISION

Federal income tax return preparers

The provision requires the annual registration of Federal income
tax return preparers with the IRS. Any person who is paid to pre-
pare five or more returns in a year is required to register, except
that this provision does not apply to a qualified representative

2131 U.S.C. 330.
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(whether or not an attorney) who is authorized to practice before
the IRS or an applicable court. Preparers are required to pass an
annual examination and meet standards of conduct in order to reg-
ister. The IRS may charge reasonable fees to defray the costs of ad-
ministering this program. The provision imposes penalties for non-
compliance with this provision. The provision requires the Sec-
retary to conduct a public awareness campaign with respect to this
requirement and to maintain a public list of registered preparers.
The provision permits the Secretary to use any funds specifically
appropriated for earned income credit compliance to improve com-
pliance with this provision.

Refund anticipation loan providers

The provision requires the Secretary of the Treasury to establish
a program to require the registration with the IRS of all providers
of refund anticipation loans to individual taxpayers. The Secretary
must also specify the type of information that must be disclosed to
taxpayers by refund anticipation loan providers (such as the fees
charged in connection with the loan) and the manner and timing
of the disclosure. The provision permits the imposition of sanctions
for violations of these provisions.

EFFECTIVE DATE

The provision is effective on the date of enactment.

C. OTHER PROVISIONS

1. Penalty for failure to report interests in foreign financial ac-
counts (sec. 151 of the bill and sec. 5321 of Title 31, United
States Code)

PRESENT LAW

The Secretary of the Treasury requires citizens, residents, or per-
sons doing business in the United States to keep records and file
reports when that person makes a transaction or maintains an ac-
count with a foreign financial entity.22 In general, individuals must
fulfill this requirement by answering questions regarding foreign
accounts or foreign trusts that are contained in Part III of Schedule
B of the IRS Form 1040. Taxpayers who answer “yes” in response
to the question regarding foreign accounts must then file Treasury
Department Form TD F 90-22.1. This form must be filed with the
Department of the Treasury, and not as part of the tax return that
is filed with the IRS.

The Secretary of the Treasury may impose a civil penalty on any
person who willfully violates this reporting requirement. The civil
penalty is the amount of the transaction or the value of the ac-
count, up to a maximum of $100,000; the minimum amount of the
penalty is $25,000.23 In addition, any person who willfully violates
this reporting requirement is subject to a criminal penalty. The
criminal penalty is a fine of not more than $250,000 or imprison-
ment for not more than five years (or both); if the violation is part
of a pattern of illegal activity, the maximum amount of the fine is

22 The Secretary must impose these requirements pursuant to 31 U.S.C. 5314.
2331 U.S.C. 5321(a)(5).
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increased to $500,000 and the maximum length of imprisonment is
increased to 10 years.24

On April 26, 2002, the Secretary of the Treasury submitted to
the Congress a report on these reporting requirements.25 This re-
port, which was statutorily required,26 studies methods for improv-
ing compliance with these reporting requirements. It makes several
administrative recommendations, but no legislative recommenda-
tions. A further report was required to be submitted by the Sec-
retary of the Treasury to the Congress by October 26, 2002.

REASONS FOR CHANGE

The Committee understands that the number of individuals in-
volved in using offshore bank accounts to engage in abusive tax
scams has grown significantly in recent years. For one scheme
alone, the IRS estimates that there may be hundreds of thousands
of taxpayers with offshore bank accounts attempting to conceal in-
come from the IRS. The Committee is concerned about this activity
and believes that improving compliance with this reporting require-
ment is vitally important to sound tax administration, to combating
terrorism, and to preventing the use of abusive tax schemes and
scams. Adding a new civil penalty that applies without regard to
willfulness will improve compliance with this reporting require-
ment.

EXPLANATION OF PROVISION

The provision adds an additional civil penalty that may be im-
posed on any person who violates this reporting requirement (with-
out regard to willfulness). This new civil penalty is up to $5,000.
The penalty may be waived if any income from the account was
properly reported on the income tax return and there was reason-
able cause for the failure to report.

EFFECTIVE DATE

The provision generally is effective for violations occurring after
the date of enactment.

2. Repeal of application of below-market loan rules to amounts paid
to certain continuing care facilities (sec. 152 of the bill and sec.
7872 of the Code)

PRESENT LAW

Certain loans that bear interest at a below-market interest rate
are treated as loans bearing interest at the market rate accom-
panied by a payment or payments from the lender to the borrower
which are characterized in accordance with the substance of the
particular transaction (e.g., gift, compensation, dividend, etc.) (sec.
7872). The market rate of interest for purposes of the below-market
loan rules is assumed to be 100 percent of the applicable Federal
rate (“AFR”) at the time the loan is made in the case of a term loan

2431 U.S.C. 5322.

25 A Report to Congress in Accordance with Sec. 361(b) of the Uniting and Strengthening
America by Providing Appropriate Tools Required to Intercept and Obstruct Terrorism Act of
2001, April 26, 2002.

26 Sec. 361(b) of the USA PATRIOT Act of 2001 (Pub. L. 107-56).
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or, in the case of a demand loan, 100 percent of the AFR in effect
over the time that the loan is outstanding.

In general, the below-market loan rules apply to (1) loans where
the foregone (i.e., below-market) interest is in the nature of a gift,
(2) loans between an employee and an employer or between an
independent contractor and one for whom the independent con-
tractor provides services, (3) loans between a corporation and a
shareholder of the corporation, (4) loans of which one of the prin-
cipal purposes of the interest arrangement is the avoidance of Fed-
eral tax, (5) to the extent provided in Treasury regulations, any
other below-market loans if the interest arrangement of such loan
has a significant effect on any Federal tax liability of either the
lender or borrower, and (6) loans to any qualified continuing care
facility pursuant to a continuing care contract.

In the case of loans made to qualified continuing care facilities,2?
an exception from the below-market loan rules is provided for any
loan as of the calendar year in which the lender has attained age
65, provided the loan is made by the lender to the qualified con-
tinuing care facility pursuant to a continuing care contract.28 How-
ever, the exception applies only to the extent that the principal
amount of the loan, when added to the aggregate outstanding
amount of all other previous loans between the lender (or the lend-
er’s spouse) and any qualified continuing care facility, does not ex-
ceed $90,000. This amount is indexed for inflation, and the amount
for calendar year 2004 is $154,500.2°

With regard to continuing care facilities that are not qualified
continuing care facilities, the IRS takes the position that loans
made to such facilities by residents are not subject to the below-
market loan rules until and unless Treasury regulations are issued
that treat such loans as having a significant effect on any Federal
tax liability of either the facility or the resident.30

REASONS FOR CHANGE

In 1985, Congress enacted a limited exception from the below-
market loan rules for qualified continuing care facilities with the
expectation that Treasury would issue regulations applying such
rules to non-qualified continuing care facilities based upon the gen-
eral application of the rules to loans the interest arrangements of
which have a significant effect on the Federal tax liability of either
the lender or the borrower. The Committee understands that the
absence of such regulations during the ensuing 20 years has cre-
ated an anomalous situation in which contracts with qualified con-
tinuing care facilities are not subject to the below-market loan

27 A “qualified continuing care facility” is defined as one or more facilities (1) which are de-
signed to provide services under continuing care contracts, and (2) substantially all of the resi-
dents of which are covered by continuing care contracts. However, a facility is not a qualified
continuing care facility unless substantially all facilities which are used to provide services that
are required to be provided under a continuing care contract are owned or operated by the bor-
rower. In addition, nursing homes do not constitute continuing care facilities (sec. 7872(g)(4)).

28 A “continuing care contract” is defined as a written contract between an individual and a
qualified continuing care facility under which (1) the individual or indvidual’s spouse may use
a qualified continuing care facility for their life or lives, (2) the individual or individual’s spouse
(a) will first reside in a separate, independent living unit with additional facilities outside such
unit for the providing of means and other personal care, and (b) then will be provided long-term
and skilled nursing care as the health of such individual or individual’s spouse requires, and
(3) no additional substantial payment is required if such individual or individual’s spouse re-
quires increased personal care services or long-term and skilled nursing care.

29 Rev. Rul. 2003-118, 2003-47 I.R.B. 1095.

30Tech. Adv. Mem. 9521001 (Dec. 7, 1994).
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rules only if they do not exceed the dollar threshold, while con-
tracts with non-qualified continuing care facilities are not subject
to such rules without limitation. The Committee believes that this
has resulted in the unintended consequence that the present-law
rules actually disadvantage qualified continuing care facilities and
encourage continuing care facilities to intentionally fail to satisfy
the present-law definition of a qualified continuing care facility in
order to avoid the dollar threshold and the application of the below-
market loan rules altogether.

The Committee recognizes that the modifications made by this
provision merely equalize the treatment of qualified continuing
care facilities and non-qualified continuing care facilities, whereas
it is intended that contracts with non-qualified continuing care fa-
cilities be subject to the below-market loan rules if the treatment
of such contracts as below-market loans has a significant effect on
the Federal tax liability of either the resident or the facility. Thus,
the Committee encourages Treasury issue regulations that provide
for the application of the below-market loan rules to non-qualified
continuing care facilities.

The Committee also believes that certain changes should be
made to the definitions of a qualified continuing care facility and
a continuing care contract in order to better reflect the current
business practices of such facilities.

EXPLANATION OF PROVISION

The provision repeals the application of the below-market loan
rules to loans that are made to any qualified continuing care facil-
ity pursuant to a continuing care contract, without regard to the
principal amount of the loan (including the aggregate outstanding
amount of any other previous loans between the resident or resi-
dent’s spouse and any qualified continuing care facility). The provi-
sion also clarifies that the determination of whether a facility is a
qualified continuing care facility is to be made on an annual basis
at the end of each calendar year, rather than only when the con-
tinuing care contract is entered into. In addition, the provision
modifies the definition of a continuing care contract to (1) not ex-
clude contracts that require additional substantial payment for in-
creased personal care services required by the resident or resident’s
spouse, and (2) provide authority for the Treasury to issue guid-
ance that limits such definition to contracts that provide to the
resident or resident’s spouse only facilities, care and services that
are customarily offered by continuing care facilities. The provision
also clarifies that the definition of a qualified continuing care facil-
ity requires substantially all of the independent living unit resi-
dents of the facility to be covered by continuing care contracts.

The provision does not affect the present-law application of the
below-market loan rules to loans made to any continuing care facil-
ity that is not a qualified continuing care facility.

EFFECTIVE DATE

The provision applies to calendar years beginning after December
31, 2004.
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TITLE II.—REFORM OF PENALTY AND INTEREST

A. INDIVIDUAL ESTIMATED TAX
(Sec. 201 of the bill and sec. 6654 of the Code)
1. Increase estimated tax threshold
PRESENT LAW

The Federal income tax system is designed to ensure that tax-
payers pay taxes throughout the year based on their income earned
and deductions. To the extent that tax is not collected through
withholding, taxpayers are required to make quarterly estimated
payments of tax. If an individual fails to make the required esti-
mated tax payments under the rules, a penalty is imposed under
section 6654. The amount of the penalty is determined by applying
the underpayment interest rate to the amount of the under-
payment for the period of the underpayment. The amount of the
underpayment is the excess of the required payment over the
amount (if any) of the installment paid on or before the due date
of the installment. The period of the underpayment runs from the
due date of the installment to the earlier of (1) the 15th day of the
fourth month following the close of the taxable year or (2) the date
on which each portion of the underpayment is made. The penalty
for failure to pay estimated tax is the equivalent of interest, which
is based on the time value of money.

Taxpayers are not liable for a penalty for the failure to pay esti-
mated tax when the tax shown on the return for the taxable year
(or, if no return is filed, the tax), reduced by withholding, is less
than $1,000. This safe harbor does not apply, however, when a tax-
payer has paid tax throughout the year solely through estimated
tax payments. For such taxpayers, any tax shown on the return for
the taxable year, net of estimated tax paid, could subject the tax-
payer to the penalty for failure to pay estimated tax (unless an-
other safe harbor applies).

REASONS FOR CHANGE

Some taxpayers are required to complete Form 2210 (Under-
payment of Estimated Tax by Individuals, Estates, and Trusts) and
attach it to their tax return to show that they qualify for an excep-
tion that can lower or eliminate the penalty for underpayment of
estimated tax. The computations required to determine the amount
of the individual estimated tax penalty are complex and difficult to
administer. The Committee believes that by increasing the esti-
mated tax payment threshold, fewer taxpayers will be required to
make estimated tax payments.

EXPLANATION OF PROVISION
The threshold is increased to $2,000.
EFFECTIVE DATE

The provision is effective for estimated tax payments made for
taxable years beginning after December 31, 2004.
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2. Apply one interest rate per estimated tax underpayment period
for individuals, estates, and trusts

PRESENT LAW

The present-law penalty for failure to pay estimated tax is equal
to the underpayment interest rate multiplied by the number of
days the underpayment is outstanding, which is the number of
days between when the taxpayer should have made the estimated
payment and the earlier of (1) the 15th day of the fourth month
following the close of the taxable year or (2) the date on which each
portion of the underpayment is made. The interest rate, which
equals the Federal short-term rate plus three percentage points, is
subject to change on the first day of each quarter, which is January
1, April 1, July 1, and October 1.

If interest rates change while an underpayment of estimated tax
is outstanding, then taxpayers are required to make separate cal-
culations for the periods before and after the interest rate change.
Such calculations generally are needed to cover 15-day periods. For
example, the July 1 interest rate occurs 15 days after the June 15
payment date (for calendar-year taxpayers). A change in interest
rates, which occurs on the first day of each calendar quarter, would
require the use of different interest rates during one estimated tax
underpayment period and would increase the number of calcula-
tions that a taxpayer must make in calculating a penalty for failure
to pay estimated tax.

REASONS FOR CHANGE

The adjustment of the interest rate for underpayments greatly
complicates the computation of interest. When interest rates
change during an underpayment period, taxpayers must perform
multiple calculations to account for the change in interest rate.
Thus, the Committee finds that, if only one interest rate applied
per underpayment period, complexity would be reduced because
there generally would be only one interest calculation required per
underpayment period.

EXPLANATION OF PROVISION

The interest rates are aligned so that, for any given estimated
tax underpayment period, only one interest rate will apply. The un-
derpayment interest rate in effect on the first day of the quarter
in which the pertinent estimated payment due date arises is the
interest rate that will apply during an entire underpayment period.

EFFECTIVE DATE

The provision is effective for estimated tax payments made for
taxable years beginning after December 31, 2004.

3. Provide that underpayment balances are cumulative
PRESENT LAW

Section 6654(b)(1) defines “underpayment” as the amount of an
installment due over the amount of any installment paid (including
withholding) on or before the due date of the installment. In deter-
mining an underpayment penalty for a calendar year taxpayer, the
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period of underpayment runs for each underpayment from the pay-
ment’s due date through the earlier of the date on which any por-
tion of the payment is made or the 15th day of the fourth month
following the close of the taxable year. Underpayment balances are
not cumulative and must be tracked separately for each estimated
tax underpayment period.

REASONS FOR CHANGE

Tracking underpayments separately results in additional com-
plexity in calculating interest on underpayments of estimated tax.
The Committee thus finds that the calculation of interest on under-
payments of estimated tax would be simplified by providing that
underpayment balances would roll into the next estimated tax pe-
riod so that interest would be calculated once per cumulative un-
derpayment, per period.

EXPLANATION OF PROVISION

The definition of “underpayment” is changed to allow existing
underpayment balances to be used in underpayment calculations
for succeeding estimated payment periods. Taxpayers will now cal-
culate a cumulative underpayment at the end of each under-
payment period.

EFFECTIVE DATE

The provision is effective for estimated tax payments made for
taxable years beginning after December 31, 2004.

4. Require 365-day year for all estimated tax interest calculations
for individuals, estates, and trusts

PRESENT LAW

Under current IRS procedures, taxpayers with outstanding un-
derpayment balances that extend from a leap year through a non-
leap year are required to make separate calculations solely to ac-
count for the different number of days in the two different years.
For example, if a taxpayer has an underpayment outstanding from
September 15, 2004, through January 15, 2005, then the taxpayer
must account for the period from September 15, 2004, through De-
cember 31, 2004, by using a 366-day formula.3! The taxpayer then
must account for the period from January 1, 2005, through Janu-
ary 15, 2005, under a 365-day formula. This calculation is required
regardless of whether the interest rate changes on January 1, 2005.

REASONS FOR CHANGE

The Committee finds that complexity in calculating interest on
underpayments of estimated tax would be reduced by eliminating
the extra calculation that is required for underpayment balances
that extend from a leap year to a non-leap year or from a non-leap
year to a leap year.

31The year 2004 is a leap year, the year 2005 is not.
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EXPLANATION OF PROVISION

A 365-day year is used for all individual, estate, and trust esti-
mated tax interest calculations.

EFFECTIVE DATE

The provision is effective for estimated tax payments made for
taxable years beginning after December 31, 2004.

B. CORPORATE ESTIMATED TAX
(Sec. 202 of the bill and sec. 6655 of the Code)
PRESENT LAW

In general, corporations are required to make quarterly esti-
mated tax payments of their income tax liability (sec. 6655). An ex-
ception to this requirement applies if the amount of tax for the tax-
able year is less than $500.

REASONS FOR CHANGE

The Committee believes that increasing the value of this excep-
tion will reduce taxpayer burden and simplify administration of the
tax laws.

EXPLANATION OF PROVISION

The provision increases the value of this exception to amounts of
tax that are less than $1,000.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2004.

C. INCREASE IN LARGE CORPORATION THRESHOLD FOR ESTIMATED
TAaX PAYMENTS

(Sec. 203 of the bill and sec. 6655 of the Code)
PRESENT LAW

In general, corporations are required to make quarterly esti-
mated tax payments of their income tax liability (sec. 6655). In
general, annual payments must total either 100 percent of the cur-
rent year’s tax or 100 percent of the previous year’s tax. Large cor-
porations may not base their payments on the previous year’s tax.
A large corporation has taxable income of $1 million or more for
any taxable year in the preceding three taxable years.

REASONS FOR CHANGE

The Committee believes that increasing this threshold will re-
duce taxpayer burden and simplify administration of the tax laws.

EXPLANATION OF PROVISION

The provision increases this $1 million threshold defining large
corporations by $50,000 every year beginning after 2004 until it
reaches $1.5 million.
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EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2004.

D. ABATEMENT OF INTEREST
(Sec. 204 of the bill and sec. 6404 of the Code)
PRESENT LAW

In general

The Secretary of the Treasury can abate or suspend the accrual
of interest in a number of situations. In general, the Secretary is
authorized to abate interest that is not owed by the taxpayer, ei-
ther because the interest was erroneously or illegally assessed, or
because the interest was assessed after the expiration of the period
of limitations. The Secretary also may abate interest that is attrib-
utable to certain unreasonable errors and delays by the Internal
Revenue Service. The Secretary may abate interest where, in his
judgment, the administration and collection costs involved do not
warrant the collection of the amount due.

The Secretary is required to abate interest in the case of a de-
clared disaster or certain erroneous refunds attributable solely to
errors made by the IRS. The Secretary is required to suspend the
accrual of interest if the IRS fails to contact the taxpayer in a time-
ly manner and in the case of taxpayers serving in a combat zone.

Interest that is abated is not owed by the taxpayer and does not
accrue additional interest through compounding or result in any
additional penalties. If the accrual of interest is suspended for a pe-
riod, then that period is not taken into account in determining the
interest owed on an underpayment.

Most abatements of interest are a result of adjustments to the
underlying tax liability. Underpayment interest is assessed any
time an underpayment is assessed. If the underlying tax liability
is later adjusted, resulting in a reduction in the amount of the un-
derpayment, the portion of the interest attributable to such adjust-
ment must be abated.

Abatement of interest attributable to unreasonable IRS errors or
delays

The Secretary is permitted to abate interest on any deficiency at-
tributable in whole or in part to any unreasonable error or delay
by an IRS employee in performing a ministerial or managerial act.

Abatement of penalties and additions to tax attributable to erro-
neous written advice given by the IRS

The Secretary is required to abate any portion of any penalty or
addition to tax attributable to erroneous advice furnished to the
taxpayer in writing by an officer or employee of the IRS acting in
his or her official capacity. The abatement applies only if (1) the
advice is given in response to a specific written request made by
the taxpayer, (2) the taxpayer reasonably relied on the advice, and
(3) the taxpayer provided adequate and accurate information.

Only penalties and additions to tax that are attributable to erro-
neous written advice given by the IRS are abated under this rule.
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Interest is abated only to the extent that it is attributable to
abated penalties and additions to tax. Interest attributable to an
underpayment of tax, where such underpayment is the result of the
taxpayer’s proper reliance on written advice of the IRS, is not eligi-
ble for abatement.

Procedures for the abatement of interest

Taxpayers may apply for the abatement of interest by filing a
claim on Form 843 with the Internal Revenue Service Center that
has assessed the interest the taxpayer seeks to have abated.

Typically, interest is abated when the amount of tax assessed is
reduced. Thus, any procedure that may result in the reduction of
assessed tax may also result in an abatement of interest.

REASONS FOR CHANGE

The Committee believes that the narrow definition of ministerial
and managerial act prevents the abatement of interest in certain
situations where there are errors or delays. Further, the abatement
of interest does not apply to employment taxes and certain excise
taxes. As with other types of taxes, errors and delays occur in the
administration of employment and excise taxes. The Committee be-
lieves that there are additional situations in which it is not appro-
priate for the Secretary to collect interest on an underpayment of
tax to promote efficiency in administration of the tax laws and fair-
ness to taxpayers.

EXPLANATION OF PROVISION

Expand abatement of interest for unreasonable IRS errors or delays

The provision expands the scope of interest that may be abated
by removing the requirement that the error or delay occur in per-
forming a ministerial or managerial act and by applying it to inter-
est for all types of taxes.

Allow the abatement of interest to the extent the interest is attrib-
utable to taxpayer reliance on written statements of the IRS

The provision requires the Secretary to abate interest on an un-
derpayment where the underpayment is attributable to erroneous
advice furnished to the taxpayer in writing by an officer or em-
ployee of the IRS acting in his or her official capacity. It is antici-
pated that the abatement would apply to interest attributable to
the period of time from the issuance of the erroneous advice
through the day that is 21 days (10 days in the case of an under-
payment in excess of $100,000) after the day the IRS gives written
notice that its advice was erroneous. The proposal does not elimi-
nate the taxpayer’s obligation to satisfy any underpayment of tax
attributable to such erroneous advice.

EFFECTIVE DATE

The changes made by these provisions are effective with respect
to interest accruing on or after the date of enactment.
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E. DEPOSITS MADE TO SUSPEND THE RUNNING OF INTEREST ON
POTENTIAL UNDERPAYMENTS

(Sec. 205 of the bill and new sec. 6603 of the Code)
PRESENT LAW

Generally, interest on underpayments and overpayments con-
tinues to accrue during the period that a taxpayer and the IRS dis-
pute a liability. The accrual of interest on an underpayment is sus-
pended if the IRS fails to notify an individual taxpayer in a timely
manner, but interest will begin to accrue once the taxpayer is prop-
erly notified. No similar suspension is available for other tax-
payers.

A taxpayer that wants to limit its exposure to underpayment in-
terest has a limited number of options. The taxpayer can continue
to dispute the amount owed and risk paying a significant amount
of interest. If the taxpayer continues to dispute the amount and ul-
timately loses, the taxpayer will be required to pay interest on the
underpayment from the original due date of the return until the
date of payment.

In order to avoid the accrual of underpayment interest, the tax-
payer may choose to pay the disputed amount and immediately file
a claim for refund. Payment of the disputed amount will prevent
further interest from accruing if the taxpayer loses (since there is
no longer any underpayment) and the taxpayer will earn interest
on the resultant overpayment if the taxpayer wins. However, the
taxpayer will generally lose access to the Tax Court if it follows
this alternative. Amounts paid generally cannot be recovered by
the taxpayer on demand, but must await final determination of the
taxpayer’s liability. Even if an overpayment is ultimately deter-
mined, overpaid amounts may not be refunded if they are eligible
to be offset against other liabilities of the taxpayer.

The taxpayer may also make a deposit in the nature of a cash
bond. The procedures for making a deposit in the nature of a cash
bond are provided in Rev. Proc. 84-58.

A deposit in the nature of a cash bond will stop the running of
interest on an amount of underpayment equal to the deposit, but
the deposit does not itself earn interest. A deposit in the nature of
a cash bond is not a payment of tax and is not subject to a claim
for credit or refund. A deposit in the nature of a cash bond may
be made for all or part of the disputed liability and generally may
be recovered by the taxpayer prior to a final determination. How-
ever, a deposit in the nature of a cash bond need not be refunded
to the extent the Secretary determines that the assessment or col-
lection of the tax determined would be in jeopardy, or that the de-
posit should be applied against another liability of the taxpayer in
the same manner as an overpayment of tax. If the taxpayer recov-
ers the deposit prior to final determination and a deficiency is later
determined, the taxpayer will not receive credit for the period in
which the funds were held as a deposit. The taxable year to which
the deposit in the nature of a cash bond relates must be des-
ignated, but the taxpayer may request that the deposit be applied
to a different year under certain circumstances.
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REASONS FOR CHANGE

The Committee believes that taxpayers should be able to limit
their underpayment interest exposure in a tax dispute. An im-
proved deposit system will help taxpayers better manage their ex-
posure to underpayment interest without requiring them to sur-
render access to their funds or requiring them to make a poten-
tially indefinite-term investment in a non-interest bearing account.
The Committee believes that an improved deposit system that al-
lows for the payment of interest on amounts that are not ulti-
mately needed to offset tax liability when the taxpayer’s position
is upheld, as well as allowing for the offset of tax liability when the
taxpayer’s position fails, will provide an effective way for taxpayers
to manage their exposure to underpayment interest. However, the
Committee believes that such an improved deposit system should
be reserved for the issues that are known to both parties, either
through IRS examination or voluntary taxpayer disclosure.

EXPLANATION OF PROVISION

In general

The provision allows a taxpayer to deposit cash with the IRS
that may subsequently be used to pay an underpayment of income,
gift, estate, generation-skipping, or certain excise taxes. Interest
will not be charged on the portion of the underpayment that is de-
posited for the period that the amount is on deposit. Generally, de-
posited amounts that have not been used to pay a tax may be with-
drawn at any time if the taxpayer so requests in writing. The with-
drawn amounts will earn interest at the applicable Federal rate to
the extent they are attributable to a disputable tax.

The Secretary may issue rules relating to the making, use, and
return of the deposits.

Use of a deposit to offset underpayments of tax

Any amount on deposit may be used to pay an underpayment of
tax that is ultimately assessed. If an underpayment is paid in this
manner, the taxpayer will not be charged underpayment interest
on the portion of the underpayment that is so paid for the period
the funds were on deposit.

For example, assume a calendar year individual taxpayer depos-
its $20,000 on May 15, 2005, with respect to a disputable item on
its 2004 income tax return. On April 15, 2007, an examination of
the taxpayer’s year 2004 income tax return is completed, and the
taxpayer and the IRS agree that the taxable year 2004 taxes were
underpaid by $25,000. The $20,000 on deposit is used to pay
$20,000 of the underpayment, and the taxpayer also pays the re-
maining $5,000. In this case, the taxpayer will owe underpayment
interest from April 15, 2005 (the original due date of the return)
to the date of payment (April 15, 2007) only with respect to the
$5,000 of the underpayment that is not paid by the deposit. The
taxpayer will owe underpayment interest on the remaining $20,000
of the underpayment only from April 15, 2005, to May 15, 2005, the
date the $20,000 was deposited.
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Withdrawal of amounts

A taxpayer may request the withdrawal of any amount of deposit
at any time. The Secretary must comply with the withdrawal re-
quest unless the amount has already been used to pay tax or the
Secretary properly determines that collection of tax is in jeopardy.
Interest will be paid on deposited amounts that are withdrawn at
a rate equal to the short-term applicable Federal rate for the period
from the date of deposit to a date not more than 30 days preceding
the date of the check paying the withdrawal. Interest is not pay-
able to the extent the deposit was not attributable to a disputable
tax.

For example, assume a calendar year individual taxpayer re-
ceives a 30-day letter showing a deficiency of $20,000 for taxable
year 2004 and deposits $20,000 on May 15, 2006. On April 15,
2007, an administrative appeal is completed, and the taxpayer and
the IRS agree that the 2004 taxes were underpaid by $15,000.
$15,000 of the deposit is used to pay the underpayment. In this
case, the taxpayer will owe underpayment interest from April 15,
2005 (the original due date of the return) to May 15, 2006, the date
the $20,000 was deposited. Simultaneously with the use of the
$15,000 to offset the underpayment, the taxpayer requests the re-
turn of the remaining amount of the deposit (after reduction for the
underpayment interest owed by the taxpayer from April 15, 2005,
to May 15, 2006). This amount must be returned to the taxpayer
with interest determined at the short-term applicable Federal rate
from the May 15, 2006, to a date not more than 30 days preceding
the date of the check repaying the deposit to the taxpayer.

Limitation on amounts for which interest may be allowed

Interest on a deposit that is returned to a taxpayer shall be al-
lowed for any period only to the extent attributable to a disputable
item for that period. A disputable item is any item for which the
taxpayer (1) has a reasonable basis for the treatment used on its
return and (2) reasonably believes that the Secretary also has a
reasonable basis for disallowing the taxpayer’s treatment of such
item.

All items included in a 30-day letter to a taxpayer are deemed
disputable for this purpose. Thus, once a 30-day letter has been
issued, the disputable amount cannot be less than the amount of
the deficiency shown in the 30-day letter. A 30-day letter is the
first letter of proposed deficiency that allows the taxpayer an op-
portunity for administrative review in the Internal Revenue Serv-
ice Office of Appeals.

Deposits are not payments of tax

A deposit is not a payment of tax prior to the time the deposited
amount is used to pay a tax. Similarly, withdrawal of a deposit will
not establish a period for which interest was allowable at the short-
term applicable Federal rate for the purpose of establishing a net
zero interest rate on a similar amount of underpayment for the
same period.
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EFFECTIVE DATE

The provision applies to deposits made after one year after the
date of enactment. Amounts already on deposit as of the date of en-
actment are treated as deposited (for purposes of applying this pro-
vision) on the date (after one year after the date of enactment) the
taxpayer identifies the amount as a deposit made pursuant to this
provision.

F. FREEZE OF PROVISION REGARDING SUSPENSION OF INTEREST
WHERE SECRETARY FAILS TO CONTACT TAXPAYER

(Sec. 206 of the bill and sec. 6404 of the Code)
PRESENT LAW

In general, interest and penalties accrue during periods for which
taxes were unpaid without regard to whether the taxpayer was
aware that there was tax due. The Code suspends the accrual of
certain penalties and interest after 1 year if the IRS has not sent
the taxpayer a notice specifically stating the taxpayer’s liability
and the basis for the liability within the specified period.32 With
respect to taxable years beginning before January 1, 2004, the one-
year period is increased to 18 months. Interest and penalties re-
sume 21 days after the IRS sends the required notice to the tax-
payer. The provision is applied separately with respect to each item
or adjustment. The provision does not apply where a taxpayer has
self-assessed the tax. The suspension only applies to taxpayers who
file a timely tax return. The provision applies only to individuals
and does not apply to the failure to pay penalty, in the case of
fraud, or with respect to criminal penalties.

REASONS FOR CHANGE

The volume and complexity of the IRS workload has significantly
increased. The Committee believes that, in light of current IRS ca-
pabilities, staffing levels, and resource constraints the one-year pe-
riod is too short and that the 18-month period should be made the
permanent rule.

EXPLANATION OF PROVISION

The provision makes the 18-month rule the permanent rule. The
provision also adds gross misstatements33 to the list of provisions
to which the suspension of interest rules do not apply.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2003.34

32 Sec. 6404(g). This provision was added to the Code by sec. 3305 of the IRS Restructuring
and Reform Act of 1998 (Pub. L. No. 105-206, July 22,1998).

33 This includes any substantial omission of items to which the six-year statute of limitations
applies (sec. 6051(e), gross valuation misstatements (sec. 6662(h)), and similar provisions.

347t is intended that this proposal apply retroactively to the period beginning January 1, 2004
and ending on the date of enactment.
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G. CLARIFICATION OF APPLICATION OF FEDERAL TAX DEPOSIT
PENALTY

(Sec. 207 of the bill)
PRESENT LAW

In many instances, taxpayers are required to make deposits of
Federal taxes (sec. 6302). Failure to do so is subject to a penalty
(sec. 6656). The amount of that penalty depends on the length of
time that the deposit was not made. The penalty is 2 percent of the
underpayment if the failure to deposit is for not more than 5 days,
5 percent for 6 through 15 days, and 10 percent for more than 15
days. The IRS has stated its position that the 10 percent penalty
rate automatically applies if a deposit is not made in the manner
required.

REASONS FOR CHANGE

The Committee believes that the position of the IRS does not re-
flect the intent of the Congress in enacting this penalty, that the
rate of the penalty vary depending on the time of the failure,
whether the failure being penalized is a failure to make a deposit
in the manner required or a failure to make a deposit at all. The
Committee considers it anomalous that the IRS would interpret
this penalty so that individuals who make the correct deposit but
not in the manner required are penalized at a higher rate than
those that do not make a deposit at all until several days after the
due date. The Committee believes it is more appropriate to penal-
ize taxpayers in similar situations similarly.

EXPLANATION OF PROVISION

The application of the Federal tax deposit penalty is clarified so
that the 10 percent penalty rate only applies in cases where the
failure to deposit extends for more than 15 days. Thus, a taxpayer
who makes a deposit on time but not in the manner required will
be subject to a penalty of 2 percent.

EFFECTIVE DATE

The provision is effective on the date of enactment.

H. FRIvoLOUS TAX RETURNS AND SUBMISSIONS
(Sec. 208 of the bill and sec. 6702 of the Code)
PRESENT LAW

The Code provides that an individual who files a frivolous income
tax return is subject to a penalty of $500 imposed by the IRS (sec.
6702). The Code also permits the Tax Court to impose a penalty
of up to $25,000 if a taxpayer has instituted or maintained pro-
ceedings primarily for delay or if the taxpayer’s position in the pro-
ceeding is frivolous or groundless (sec. 6673(a)).

REASONS FOR CHANGE

The Committee believes that frivolous returns and submissions
consume resources at the IRS and in the courts that can better be
utilized in resolving legitimate disputes with taxpayers. Expanding
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the scope of the penalty to cover all taxpayers and tax returns pro-
motes fairness in the tax system. The Committee believes that
adopting this provision will improve effective tax administration.

EXPLANATION OF PROVISION

The provision modifies this IRS-imposed penalty by increasing
the amount of the penalty to up to $5,000 and by applying it to all
taxpayers and to all types of Federal taxes.

The provision also modifies present law with respect to certain
submissions that raise frivolous arguments. The submissions to
which this provision applies are requests for a collection due proc-
ess hearing, installment agreements, offers-in-compromise, and tax-
payer assistance orders. The proposal permits the IRS to impose a
penalty of up to $5,000 for such requests, unless the taxpayer with-
draws the request promptly after being given an opportunity to do
so.

The provision requires the IRS to publish a list of positions, ar-
guments, requests, and proposals determined to be frivolous for
purposes of these provisions.

EFFECTIVE DATE

The provision is effective for submissions made and issues raised
after the date on which the Secretary first prescribes the required
list.

I. EXTENSION OF NOTICE REQUIREMENTS WITH RESPECT TO
INTEREST AND PENALTY CALCULATIONS

(Sec. 209 of the bill and secs. 3306 and 3308 of the Internal Rev-
enue Service Restructuring and Reform Act of 1998)

PRESENT LAW

The Code requires that the IRS include in every notice to an in-
dividual taxpayer requiring the payment of interest a computation
of the interest and information regarding the provision of the Code
under which interest is imposed.3> A similar requirement generally
applies with respect to notices imposing penalties.3¢ In the case of
notices issued after June 30, 2001, and before July 1, 2003, these
requirements were treated as met if the notice contained a tele-
phone number for the IRS from whom the taxpayer could request
the relevant information.

REASONS FOR CHANGE

In light of IRS resources and technology constraints, the Com-
mittee believes that the application of this special telephone num-
ber rule should be extended for several years.

EXPLANATION OF PROVISION
The provision extends the application of this special telephone
number rule.

35Sec. 6631.
36Sec. 6751.
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EFFECTIVE DATE

The provision is effective for notices issued before July 1, 2006.

J. EXPANSION OF INTEREST NETTING
(Sec. 210 of the bill and sec. 6621 of the Code)
PRESENT LAW

A special net interest rate of zero applies to the extent that, for
any period, interest is payable under subchapter A and allowable
under subchapter B on equivalent underpayments and overpay-
ments by the same taxpayer. If both the underpayment and over-
payment are unsatisfied, the interest rate applied to both will be
zero. If either the underpayment or overpayment has previously
been satisfied, the interest rate applicable to the unsatisfied
amount will be equal to the interest rate applicable to the satisfied
amount to the extent that interest was allowable or payable on
both the underpayment and the overpayment for the same period.

Interest must be both payable and allowable for interest netting
to apply. If interest is not payable by the taxpayer with respect to
an underpayment of tax, or interest is not allowable to the tax-
paycler on an overpayment of tax, the interest netting rules will not
apply.

For example, on July 1, 2017, a deficiency of $1,500 is deter-
mined with respect to a taxpayer’s 2014 Federal income tax return,
which the taxpayer pays within 21 days. In the meantime, the tax-
payer has filed returns for 2015 and 2016, showing a refund due
to overwithholding each year of $1,000. The IRS issues the appro-
priate refund checks on May 15 of each year, within 45 days of the
due date of the return. Thus, interest is not allowable to the tax-
payer with respect to either 2015 or 2016. In this case, the tax-
payer owes interest on the $1,500 year 2014 underpayment from
the original due date of the return (April 15, 2015) until the under-
payment is satisfied. Although, there are offsetting periods of over-
payment (April 15, 2016 to May 15, 2016 and April 15, 2017 to
May 15, 2017), there is no offsetting period for which interest is al-
lowable on an overpayment.

REASONS FOR CHANGE

Interest represents the time value of money. The Committee be-
lieves that allowing taxpayers to consider the period of time the
Secretary is allowed to process a refund in determining a net inter-
est rate reflects this principle by recognizing that the government
had use of the taxpayer’s overpayment even though such overpay-
ment was not allowable (i.e., periods of mutual indebtedness).

EXPLANATION OF PROVISION

In the case of any taxpayer (whether an individual or corporation
or other), the interest netting rules are applied without regard to
the 45-day period in which the Secretary may refund an overpay-
ment of tax without the payment of interest under section 6611(e).
Solely for the purpose of the interest netting computation, the por-
tion of the 45-day period before repayment of the overpayment is
considered as a period for which overpayment interest was allow-
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able at a zero rate. The provision does not modify the period for
which interest is payable or allowable for any other purpose.

In the example discussed as part of present law, above, a net in-
terest rate of zero would be applied to gl,OOO of the taxpayer’s year
2014 underpayment for the periods between the due date of the
2015 and 2016 returns and the dates on which the refunds are
made. The taxpayer in the example would owe interest at the un-
derpayment rate for the periods from April 16, 2015, to April 15,
2016; May 16, 2016 to April 15, 2017; and from May 16, 2017 to
July 1, 2017. For the periods April 15, 2016, to May 15, 2016 and
April 15, 2017 to May 15, 2017, a zero net interest rate will apply.

EFFECTIVE DATE

The provision is effective for interest accrued after December 31,
2010.

TITLE III.—UNITED STATES TAX COURT MODERNIZATION

A. CONSOLIDATE REVIEW OF COLLECTION DUE PROCESS CASES IN
THE TAX COURT

(Sec. 301 of the bill and sec. 6330 of the Code)
PRESENT LAW

In general, the Internal Revenue Service (“IRS”) is required to
notify taxpayers that they have a right to a fair and impartial
hearing before levy may be made on any property or right to prop-
erty.3” Similar rules apply with respect to liens.3® The hearing is
held by an impartial officer from the IRS Office of Appeals, who is
required to issue a determination with respect to the issues raised
by the taxpayer at the hearing. The taxpayer is entitled to appeal
that determination to a court. The appeal must be brought to the
Tax Court, unless the Tax Court does not have jurisdiction over the
underlying tax liability. If that is the case, then the appeal must
be brought in the district court of the United States.3® If a court
determines that an appeal was not made to the correct court, the
taxpayer has 30 days after such determination to file with the cor-
rect court.

The Tax Court is established under Article I of the United States
Constitution4° and is a court of limited jurisdiction.4t Thus, the
Tax Court may not have jurisdiction over the underlying tax liabil-
ity with respect to an appeal of a due process hearing relating to
a collections matter. As a practical matter, many cases involving
such appeals (whether within the jurisdiction of the Tax Court or
a district court) do not involve the underlying tax liability.

REASONS FOR CHANGE

The Tax Court does not have jurisdiction over all of the tax
issues underlying collection due process cases (such as issues in-
volving most excise taxes). The judicial appeals structure of present
law was designed in recognition of these jurisdictional limitations;

37Sec. 6330(a).
38Sec. 6320.
39 Sec. 6330(d).
40Sec. 7441.
41Sec. 7442.
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however, in many cases the underlying taxes are not involved in
determining the due process issue. The present-law structure can
lead to confusion over which court is the proper court in which to
file an appeal. Some believe that this confusion may also be used
by some taxpayers seeking to delay the collection process. Accord-
ingly, the Committee believes that the Tax Court should have juris-
diction over all appeals of collection due process determinations.
The simplification provided will both benefit the taxpayers involved
and the IRS by eliminating confusion over which court is the prop-
er venue for appeal and will reduce the period of time before judi-
cial review. This provision will also eliminate the opportunity to
use the present-law rules in unintended ways to delay or defeat the
collection process.

EXPLANATION OF PROVISION

The provision modifies the jurisdiction of the Tax Court by pro-
viding that all appeals of collection due process determinations are
to be made to the United States Tax Court.

EFFECTIVE DATE

The provision applies to determinations made by the IRS after
the date of enactment.

B. EXTEND AUTHORITY FOR SPECIAL TRIAL JUDGES To HEAR AND
DECIDE CERTAIN EMPLOYMENT STATUS CASES

(Sec. 302 of the bill and sec. 7443A of the Code)
PRESENT LAW

In connection with the audit of any person, if there is an actual
controversy involving a determination by the IRS as part of an ex-
amination that (1) one or more individuals performing services for
that person are employees of that person or (2) that person is not
entitled to relief under section 530 of the Revenue Act of 1978, the
Tax Court has jurisdiction to determine whether the IRS is correct
and the proper amount of employment tax under such determina-
tion.42 Any redetermination by the Tax Court has the force and ef-
fect of a decision of the Tax Court and is reviewable.

An election may be made by the taxpayer for small case proce-
dures if the amount of the employment taxes in dispute is $50,000
or less for each calendar quarter involved.43 The decision entered
under the small case procedure is not reviewable in any other court
and should not be cited as authority.

The chief judge of the Tax Court may assign proceedings to spe-
cial trial judges. The Code enumerates certain types of proceedings
that may be so assigned and may be decided by a special trial
judge. In addition, the chief judge may designate any other pro-
ceeding to be heard by a special trial judge.44

REASONS FOR CHANGE

The Committee believes that clarifying that special trial judges
may decide proceedings involving a determination of employment

42Sec. 7436.
43 Sec. 7436(c).
44Sec. 7443A.
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status in which the amount of employment taxes in dispute is
$50,000 or less for each calendar quarter involved will improve the
operations and internal functioning of the Tax Court.

EXPLANATION OF PROVISION

The provision clarifies that the chief judge of the Tax Court may
assign to special trial judges any employment tax cases that are
subject to the small case procedure and may authorize special trial
judges to decide such small tax cases.

EFFECTIVE DATE

The provision is effective for any action or proceeding in the Tax
Court with respect to which a decision has not become final as of
the date of enactment.

C. CONFIRMATION OF TAX COURT AUTHORITY TO APPLY EQUITABLE
RECOUPMENT

(Sec. 303 of the bill and sec. 6214 of the Code)
PRESENT LAW

Equitable recoupment is a common-law equitable principle that
permits the defensive use of an otherwise time-barred claim to re-
duce or defeat an opponent’s claim if both claims arise from the
same transaction. U.S. District Courts and the U.S. Court of Fed-
eral Claims, the two Federal tax refund forums, may apply equi-
table recoupment in deciding tax refund cases.4® In Estate of
Mueller v. Commissioner,*6 the Court of Appeals for the Sixth Cir-
cuit held that the Tax Court may not apply the doctrine of equi-
table recoupment. More recently, the Court of Appeals for the
Ninth Circuit, in Branson v. Commissioner,%” held that the Tax
Court may apply the doctrine of equitable recoupment.

REASONS FOR CHANGE

The Committee believes that it is important to resolve the con-
flict among the circuit courts by eliminating the uncertainty or con-
fusion of differing results in differing circuits. The Committee also
believes that the provision will provide simplification benefits to
both taxpayers and the IRS.

EXPLANATION OF PROVISION

The provision confirms that the Tax Court may apply the prin-
ciple of equitable recoupment to the same extent that it may be ap-
plied in Federal civil tax cases by the U.S. District Courts or the
U.S. Court of Claims. No implication is intended as to whether the
Tax Court has the authority to continue to apply other equitable
principles in deciding matters over which it has jurisdiction.

45 See Stone v. White, 301 U.S. 532 (1937); Bull v. United States, 295 U.S. 247 (1935).
46153 F.3d 302 (6th Cir.), cert. den., 525 U.S. 1140 (1999).
47264 F.3d 904 (9th Cir.), cert. den., 2002 U.S. LEXIS 1545 (U.S. Mar. 18, 2002).
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EFFECTIVE DATE

The provision is effective for any action or proceeding in the Tax
Court with respect to which a decision has not become final as of
the date of enactment.

D. Tax CourT FILING FEE
(Sec. 304 of the bill and sec. 7451 of the Code)
PRESENT LAW

The Tax Court is authorized to impose a fee of up to $60 for the
filing of any petition for the redetermination of a deficiency or for
declaratory judgments relating to the status and classification of
501(c)(3) organizations, the judicial review of final partnership ad-
ministrative adjustments, and the judicial review of partnership
items if an administrative adjustment request is not allowed in
full.48 The statute does not specifically authorize the Tax Court to
impose a filing fee for the filing of a petition for review of the IRS’s
failure to abate interest or for failure to award administrative costs
and other areas of jurisdiction for which a petition may be filed.
The practice of the Tax Court is to impose a $60 filing fee in all
cases commenced by petition.49

REASONS FOR CHANGE

The Committee believes it is appropriate to clarify that the Tax
Court filing fee applies to any case commenced by the filing of a
petition.

EXPLANATION OF PROVISION

The provision provides that the Tax Court is authorized to
charge a filing fee of up to $60 in all cases commenced by the filing
of a petition.

EFFECTIVE DATE

The provision is effective on the date of enactment.

E. APPOINTMENT OF TAX COURT EMPLOYEES
(Sec. 305 of the bill and sec. 7471(a) of the Code)
PRESENT LAW

The Tax Court is a legislative court established by the Congress
pursuant to Article I of the U.S. Constitution (an “Article I”
court).59 The Tax Court is authorized to appoint employees, subject
to the rules applicable to employment with the Executive Branch
of the Federal Government (generally referred to as “competitive
service”), as administered by the Office of Personnel Manage-
ment.51

Employment with the Federal Executive Branch is governed by
certain general statutory principles, such as recruitment of quali-
fied individuals, fair and equitable treatment of employees and ap-

48 Sec. 7451.
49 See Rule 20(a) of the Tax Court Rules of Practice and Procedure.
50 Sec. 7441.
51Sec. 7471.



52

plicants, maintenance of high standards of employee conduct, and
protection of employees against arbitrary action. The rules for em-
ployment in the Federal Executive Branch address various aspects
of such employment, including: (1) procedures for the appointment
of employees in the competitive service, including preferences for
certain individuals (e.g., veterans); (2) compensation, benefits, and
leave programs for employees; (3) appraisals of employee perform-
ance; (4) disciplinary actions; and (5) employee rights, including ap-
peal rights. In addition, employees are protected from certain per-
sonnel practices (referred to as “prohibited personnel practices”),
such as discrimination on the basis of race, color, religion, age, sex,
natiional origin, political affiliation, marital status, or handicapping
condition.

REASONS FOR CHANGE

The Tax Court was established as an Article I court in part be-
cause of its need for independence from the Executive Branch and
its responsibility for reviewing determinations of a Federal Execu-
tive Branch agency (i.e., the Internal Revenue Service).52 Accord-
ingly, the Committee believes that the Tax Court should have the
authority to establish its own personnel system, rather than being
subject to the rules administered by the Federal Executive Branch.
Similar authority has previously been provided to other Article I
courts and to courts established under Article III of the U.S. Con-
stitution. The Committee also believes that a personnel system es-
tablished by the Tax Court should be consistent with the general
principles that govern other employment with the Federal Govern-
ment and should provide certain protections to employees.

EXPLANATION OF PROVISION

The provision extends to the Tax Court authority to establish its
own personnel management system. Any personnel management
system adopted by the Tax Court must: (1) include the merit sys-
tem principles that govern employment with the Federal Executive
Branch; (2) prohibit personnel practices that are prohibited in the
Federal Executive Branch; and (3) in the case of an individual eligi-
ble for preference for employment in the Federal Executive Branch,
provide preference for that individual in a manner and to an extent
consistent with preference in the Federal Executive Branch.

The provision requires the Tax Court to prohibit discrimination
on the basis of race, color, religion, age, sex, national origin, polit-
ical affiliation, marital status, or handicapping condition. The Tax
Court is also required to promulgate procedures for resolving com-
plaints of discrimination by employees and applicants for employ-
ment.

The provision allows the Tax Court to appoint a clerk without re-
gard to the Federal Executive Branch rules regarding appoint-
ments in the competitive service. Under the provision, the clerk
serves at the pleasure of the Tax Court.

The provision also allows the Tax Court to appoint other nec-
essary employees without regard to the Federal Executive Branch
rules regarding appointments in the competitive service. Under the
provision, these employees are subject to removal by the Tax Court.

52 See, e.g., S. Rep. No. 91-552, at 302 (1969).
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The provision allows judges and special trial judges of the Tax
Court to appoint law clerks and secretaries, in such numbers as the
Tax Court may approve, without regard to the Federal Executive
Branch rules regarding appointments in the competitive service.
Under the provision, a law clerk or secretary serves at the pleasure
of the appointing judge.

The provision exempts law clerks from the sick leave and annual
leave provisions applicable to employees of the Federal Executive
Branch. Any unused sick or annual leave to the credit of a law
clerk as of the effective date of the provision remains credited to
the individual and is available to the individual upon separation
from the Federal Government, or upon transfer to a position sub-
ject to such sick leave and annual leave provisions.

The provision allows the Tax Court to fix and adjust the com-
pensation of the clerk and other employees without regard to the
Federal Executive Branch rules regarding employee classifications
and pay rates. To the maximum extent feasible, Tax Court employ-
ees are to be compensated at rates consistent with those of employ-
ees holding comparable positions in the Federal Judicial Branch.
The Tax Court may also establish programs for employee evalua-
tions, premium pay, and resolution of employee grievances.

In the case of an individual who is an employee of the Tax Court
on the day before the effective date of the provision, the provision
preserves certain rights that the employee is entitled to as of that
day. The provision preserves the right to: (1) appeal a reduction in
grade or removal; (2) appeal an adverse action; (3) appeal a prohib-
ited personnel practice; (4) make an allegation of a prohibited per-
sonnel practice; or (5) file an employment discrimination appeal.
These rights are preserved for as long as the individual remains an
employee of the Tax Court.

Under the provision, a Tax Court employee who completes at
least one year of continuous service under a nontemporary appoint-
ment with the Tax Court acquires competitive service status for ap-
pointment to any position in the Federal Executive Branch com-
petitive service for which the employee possesses the required
qualifications.

The provision also allows the Tax Court to procure the services
of experts and consultants in accordance with Federal Executive
Branch rules.

EFFECTIVE DATE

The provision is effective on the date that the Tax Court adopts
a personnel management system after date of enactment of the pro-
vision.

F. USE OF PRACTITIONER FEE
(Sec. 306 of the bill and sec. 7475 of the Code)
PRESENT LAW

The Tax Court is authorized to impose on practitioners admitted
to practice before the Tax Court a fee of up to $30 per year.53

53 Sec. 7475.
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These fees are to be used to employ independent counsel to pursue
disciplinary matters.

REASONS FOR CHANGE

The Committee understands that many pro se taxpayers are not
familiar with Tax Court procedures and applicable legal require-
ments. The Committee believes it is beneficial for Tax Court fees
imposed on practitioners also to be available to provide services to
pro se taxpayers.

EXPLANATION OF PROVISION

The provision provides that Tax Court fees imposed on practi-
tioners also are available to provide services to pro se taxpayers.

EFFECTIVE DATE

The provision is effective on the date of enactment.

G. Tax COURT PENSION AND COMPENSATION

1. Judges of the Tax Court (secs. 311-317 and 323 of the bill and
secs. 7443, 7447, 7448, and 7472 of the Code)

PRESENT LAW

The Tax Court is established by the Congress pursuant to Article
I of the U.S. Constitution.5* The salary of a Tax Court judge is the
same salary as received by a United States District Court judge.55
Present law also provides Tax Court judges with some benefits that
correspond to benefits provided to United States District Court
judges, including specific retirement and survivor benefit programs
for Tax Court judges.56

Under the retirement program, a Tax Court judge may elect to
receive retirement pay from the Tax Court in lieu of benefits under
another Federal retirement program. A Tax Court judge may also
elect to participate in a plan providing annuity benefits for the
judge’s surviving spouse and dependent children (the “survivors’
annuity plan”). Generally, benefits under the survivors’ annuity
plan are payable only if the judge has performed at least five years
of service. Cost-of-living increases in benefits under the survivors’
an&mity plan are generally based on increases in pay for active
judges.

Tax Court judges participate in the Federal Employees Group
Life Insurance program (the “FEGLI” program). Retired Tax Court
judges are eligible to participate in the FEGLI program as the re-
sult of an administrative determination of their eligibility, rather
than a specific statutory provision.

Tax Court judges are not covered by the leave syste